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PUBLIC FINANCES IN THE SOUTHERN REGION OF 
THE UNITED STATES 


B. U. RATCHFORD * 


HE SOUTHERN REGION of the 

United States has a number of 
distinctive economic characteristics.’ 
Among them are a strikingly low level 
of income payments, heavy dependence 
on agriculture, and a very high birth 
rate accompanied by heavy outward 
migration. In the past twenty years 
this region has made greater gains in 
income payments and in industrializa- 
tion than any other region except the 
Far West.’* The progress and the 
problems of the region are reflected to 
a considerable extent in the finances of 
its state and local governments. This 
is a brief survey of those finances dur- 
ing the eventful years since 1929. 


* The author is professor of economics at Duke 
University. He is indebted to the National Plan- 
ning Association’s Committee of the South for finan- 
cial assistance which made possible the research on 
which this paper is based. He is also indebted to 
Dr. Calvin B. Hoover and Dr. Wylie Kilpatrick 
for many helpful suggestions and criticisms. 


1In this paper, the South includes the following 
thirteen states: Alabama, Arkansas, Florida, Georgia, 
Kentucky, Louisiana, Mississippi, North Carolina, 
Oklahoma, South Carolina, Tennessee, Texas, and 
Virginia. 


18 Charles F. Schwartz, “ Regional Trends in In- 
come Payments,” Survey of Current Business, Sep- 
tember, 1948. 
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REVENUES 
Highlights of the Period 


Major developments affecting public 
revenues in the South between 1929 
and 1946 may be listed as follows: (1) 
State revenues more than tripled while 
local government revenues (other than 
fiscal aid received from the states) in- 
creased only slightly. (2) Revenues 
from the property tax showed no net 
gain absolutely and declined sharply 
in relative terms. (3) Revenues from 
motor fuel taxes increased about 150 
per cent (considerably more than the 
increase in non-southern states) but 
motor vehicle revenues showed only a 
modest gain; combined revenues from 
the two taxes declined steadily in rela- 
tive importance after 1932. (4) New 
taxes upon general sales and alcoholic 
beverages have been developed into 
major sources of revenue, while tobacco 
taxes have been growing steadily in use 
and in yield. (5) Income taxes are 
now levied by every southern state ex- 
cept Florida and Texas; the revenues 
which they produce, while still small, 
have increased more than seven-fold 
since 1932. (6) Severance taxes have 
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grown steadily in importance and are 
now producing substantial amounts of 
revenue in three states: Louisiana, 
Oklahoma, and Texas. (7) Unemploy- 
ment compensation taxes have become 
a major producer of special-purpose 
revenue; they are substantially less im- 
portant in the South than in the Non- 
South because of differences in the 
degree of industrialization. General 
revenues of combined state and local 
governments, 1932 and 1942, are 
shown in Table 1; general revenues of 
state governments, selected years 1929- 
1946, are shown in Table 2. 


State-Local Relations and the Property 
Tax 


Table 1 summarizes total public 
revenues in the South for 1932 and 
1942. These two years when the de- 
cennial census of governments was 
taken are the only ones during this 
period for which complete data are 
available. Because of the way in 
which the finances of the two levels of 
government are interrelated, such a 
consolidated statement is necessary to 
give a complete statement of total reve- 
nues. Among other things, this table 
shows the great change in the position 
of property taxes and a great shift in 
the fiscal importance of the two levels 
of government. 

In absolute terms, property tax reve- 
nues declined very slightly between 


2 These data were compiled principally from two 
publications of the Governments Division of the 
Bureau of the Census, both dated 1948. They are: 
Revised Summary of State and Local Government 
Finances, 1942, and Historical Review of State and 
Local Government Finance. To avoid duplication, 
all state aid to local governments was omitted. 
Also, to get a more exact measure of the financial 
effort of the region, Federal aid to states was 
omitted. Local shares of state-collected, locally- 
shared taxes are included in state collections but not 
in local revenues. 
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1932 and 1942 in both the South and 
the Non-South. Relatively, they fell 
from 56.5 per cent of total revenues 
in 1932 to 33.9 per cent in 1942 in the 
South; in the Non-South the decline 
was from 66.8 to 45.1 per cent. Both 
the decline and the regional differential 
are striking. Many causes have been 
cited for the decline; Martin enumer- 
ates nine major ones.* The most im- 
portant ones stem, directly or indirectly, 
from the depression of the 1930's. 
Collections dropped off sharply and 
delinquencies piled up. With hundreds 
of thousands of mortgages in default, 
it was not feasible to sell real property 
for taxes. Property owners had a 
strong case for tax relief and govern- 
mental units had to turn to other 
sources for revenues. The result was 
that many states assumed local govern- 
ment functions or increased fiscal aid 
to local units, adopted sales taxes or 
other substitute sources of revenue, ex- 
empted homesteads from the property 
tax,* set limits to property tax rates, 
and in various other ways tried to 
lighten the load of property taxes. 
Further, in some states or communities 
there was a definite purpose to keep 
tax rates low as an inducement to in- 
dustry. 

The regional difference in the im- 
portance of the property tax is largely 
a function of urbanization. The prop- 
erty tax reaches its greatest importance 
in the great metropolitan centers, of 
which there are only a few in the South. 
Along with this there is the problem 


3 See James W. Martin, Southern State and Local 
Finance Trends and the War (Lexington, 1945), 
pp. 7-8 and works cited there. 


4In 1942, eight of the thirteen states which ex- 
empted or gave preferential treatment to home- 
steads were in the South. Tax Systems, Ninth Ed., 
p. 169. 
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of administration. In order to get 
mecessary revenues, the large cities 
have had to improve the administration 
of the property tax. In the South 
good administration has largely been 
lacking at both state and local levels. 

In 1932, the division of revenues be- 
tween states and local governments in 
the South was 42 per cent to states and 
58 per cent to the localities; in 1942, 
it was almost reversed—60 per cent to 
states and 40 per cent to local units. 
In the Non-South, states increased 
their share from 27 per cent in 1932 
to 49 per cent in 1942. These are 
large changes indeed for one decade 
and indicate the rate at which local 
governments are becoming financially 
subordinate to, and dependent upon, 
the states. 

Although state revenues had a greater 
percentage increase in the Non-South 
than in the South, total southern reve- 
nues increased by 61 per cent com- 
pared with 44 per cent for non-south- 
ern. This was true for two reasons; 
in the South, state revenues weighed 
more heavily at the beginning and 
local revenues increased by 11 per cent 
compared with a 1 per cent increase 
outside the South. 


Highway Taxes 


After a spectacular rise in the 1920’s, 
revenues from the highway taxes 
showed a much slower rate of growth 
after 1930. While motor fuel reve- 
nues continued upward at a reduced 
rate, motor vehicle revenues showed a 
sharp drop during the depression and 
did not regain their 1929 level until 
after 1942. During the depression, 
many states made drastic reductions in 
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their motor vehicle license fees, partly 
out of consideration for the motorists 
and partly with the thought that motor 
fuel revenues would be raised by 
allowing more cars to operate. In 
Georgia and Mississippi, these fees were 
reduced to nominal amounts for pas- 
senger cars and have remained there. 
The sharp increase in motor vehicle 
revenues between 1942 and 1946 is a 
reflection partly of increased registra- 
tion but perhaps more the results of 
the adoption of mileage taxes on com- 
mon carriers. North Carolina, with a 
6 per cent tax on gross receipts, has one 
of the highest taxes of this kind in the 
nation. Several other southern states 
have similar taxes with rates of 2 or 
3 per cent. 


During the 1930’s, southern states 
increased the rates of their motor fuel 
taxes ahead of the rest of the country 
until they reached what seems to be 
the ceiling around six or seven cents 
per gallon. At the end of 1946, the 
rates (in cents per gallon) prevailing 
in the South and the Non-South were 
as follows: 











Rate Number of States Levying 

South Non-South 
ee ee 0 1 
De Seis seukanas 0 8 
— Eg ie 1 19 
ent, tree 1 7 
Mt btcncnnd nell 1 0 
a sate eechhase 6 1 
PD i:deassecuu ce 1 0 
reer” 3 0 





These figures show quite clearly that the 
typical tax in southern states is six 
cents per gallon whereas elsewhere it is 
four cents. Because of the lighter 
traffic in the South, the higher rate is 
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necessary to provide anything ap- 
proaching equality in road facilities. 

World War II did not reduce motor 
fuel tax revenues as much as might 
have been expected. In the fiscal year 
1942, revenues were slightly above 
1941. In 1943, they dropped by 19 
per cent in the South compared with 
17 per cent elsewhere.© In 1946, they 
were slightly above the 1942 level in the 
South but somewhat below that figure 
in the Non-South. 


Sales Taxes 


Mississippi's successful experiment 
with the general sales tax in 1930-32 
provided the spark which touched off 
a series of adoptions in the years im- 
mediately following. Despite that fact, 
however, southern states generally have 
not used the sales tax as extensively as 
have other states. Only seven southern 
states use the general tax, including 
Tennessee, which adopted it in 1947, 
while twenty non-southern states make 
use of it. The tax produces 8.5 per 
cent of southern revenues and twice 
that proportion of non-southern reve- 
nues. Heavy collections in the three 
big states of California, Illinois, and 
Michigan largely account for the dif- 
ference. 

The southern states have chosen to 
rely more heavily on special commodity 
or luxury taxes, especially those on soft 
drinks, tobacco products (mainly cig- 
arettes), and alcoholic beverages. The 
cigarette tax has been used in the South 
for some time. Its use has spread 
steadily until now all southern states 
except the tobacco-producing states of 
North Carolina and Virginia employ it, 


5 Martin, op. cit., p. 12. 
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together with twenty-seven non-south- 
ern states. As with the motor fuels 
tax, the tendency has been to push up 
the rates as the tax demonstrated its 
ability to produce revenue. The typ- 
ical rate now is probably three cents per 
package of twenty, although several 
states have a rate’of four cents and in 
1947 Arkansas raised its rate to six 
cents. 

Revenues from the sales tax on alco- 
holic beverages have had a very rapid 
growth in the South and are now about 
equal to the collections from the gen- 
eral sales and use tax. Despite lower 
incomes and the fact that many areas 
still have prohibition, per capita collec- 
tions from this tax.in the South (plus 
profits from the state liquor monopolies 
in Alabama and Virginia) were almost 
equal to similar per capita figures for 
the rest of the nation; the figures for 
1946 were $3.55 for the South and 
$3.78 for the Non-South. Florida, 
with $9.52, had a figure almost three 
times the national average while Vir- 
ginia was second in the South with 
$6.69. Higher rates in the South are 
the principal explanation. 

Despite the decline in the importance 
of the motor fuels tax, total sales taxes 
have continued to produce about half 
of all tax revenues for southern states. 
With non-southern states, the average 
has been about 45 per cent. 


Income and Death Taxes 


Southern states were fairly early to 
adopt the income tax. By 1929, eight 
of them were using it and since then 
three more have levied it, leaving only 
Florida and Texas, the two states which 
usually have the highest per capita in- 
comes in the South, without it. Con- 
trasted with eleven out of thirteen 
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southern states, only twenty-three of 
thirty-five non-southern states levy the 
tax. 

The individual income taxes levied by 
southern states are not much different 
from those levied by other states. Per- 
sonal exemptions are somewhat higher 
in the South. For example, in 1942 no 
southern state had an exemption for 
a single person of less than $1,000, but 
seven non-southern states had exemp- 
tions below that figure.® Six southern 
and six non-southern states had exemp- 
tions for heads of families of more than 
$2,000. In 1947, Arkansas raised its 
exemptions, already well above the 
Federal exemptions, to $2,500 for a 
single person and $3,500 for heads of 
families. Exemptions for dependents 
were continued at $400.7 For a state 
with low incomes, that is going a long 
way toward repealing the income tax. 
Rates on the income tax are not notice- 
ably different in the southern states. 
On one point the southern states are 
less liberal with the taxpayer; five of 
the eleven states do not allow the de- 
duction of Federal income taxes in com- 
puting the state tax, while only six of 
the twenty-three non-southern states 
deny or limit the deduction. This has 
been a matter of considerable impor- 
tance under the high Federal tax rates 
of recent years. While by no means 
all of the difference can be ascribed to 
this feature, some idea of the effect of 
the provision can be gained by compar- 
ing income tax revenues in Georgia, 
which allows deduction, and North 
Carolina, which does not. Between 
1942 and 1946, income tax revenues in 


6 Roy G. Blakey and Violet Johnson, State In- 
come Taxes (Chicago, 1942), p. 35. 


7 Wm. G. Herzel, “ State Tax Legislation in 1947,” 
National Tax Journal, I (March, 1948), 83. 


FINANCES IN THE SOUTHERN REGION 295 


North Carolina increased by 160 per 
cent; in Georgia, by 52 per cent. There 
were no changes in rates or exemptions 
in either state. 


Professor Blakey has computed the 
amount of income taxes that would 
have been paid in the various states on 
certain hypothetical incomes earned in 
1940.5 For example, a married man 
with two dependent children and an 
income before Federal taxes of $3,000 
would have paid an income tax in only 
four southern states. The taxes would 
have ranged from $7.00 to $18.00 and 
would have averaged $12.50. The same 
man would have paid an income tax in 
twenty non-southern states, ranging 
from $1.00 to $34.00 and averaging 
$13.19. For this same man with differ- 
ent amounts of income (before per- 
sonal exemption and Federal tax), the 
average tax and the range in dollars 
would have been as follows: 











Income and Tax 
Region Average Range 
$ 5,000 
Rp $ 46 $ 16-$ 84 
Non-South ... 56 17- 117 
10,000 
South. 2c. .kss. 248 100- 416 
Non-South ... 235 67- 457 
50,000 
ES 2,332 1,373- 3,445 , 
Non-South ... 2,101 819- 4,780 
100,000 
Seathes c. . cae 4,598 2,812- 7,436 
Non-South ... 4,079 1,652- 8,774 





On the smaller incomes, the average 
tax was lower in the South, probably 
owing to the higher personal exemp- 
tions. There was no substantial differ- 
ence in the average payments until in- 
comes got above $10,000, and the dif- 
ference there was due in large part to 
the fact that half of the southern states 


8 Blakey and Johnson, op. cit., pp. 39-41. 
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did not allow the deduction of Federal 
income taxes. On an income of $100,- 
000, the average tax in non-southern 
states was about 13 per cent higher. 
In all cases the range was greater in the 
non-southern states. In most states, 
progression stops before incomes reach 
$20,000. In the above figures, it will 
be noted that there was no progression 
between $50,000 and $100,000; in 
fact, in both regions the tax on the sec- 
ond $50,000 was slightly less than on 
the first $50,000. Again, this was due 
to the large number of states which al- 
lowed the deduction of Federal taxes. 

Rates of corporate income taxes are 
slightly higher in the South. The 
median rate among southern states is 4 
per cent, while among non-southern 
states it is 3 per cent. 

Between 1932 and 1946, income tax 
revenues in the South rose from $16 
million to $140 million, or more than 
seven fold. In the Non-South the in- 
crease was from $136 million to $690 
million, or about four fold. 

Although all southern states levy 
estate or inheritance taxes, those taxes 
account for only 1 per cent of total 
revenues. In the Non-South, they 
bring in almost 3 per cent. The dif- 
ference is due to the scarcity of large 
estates in the South. In both regions 
this source of revenue has declined 
sharply in relative importance since 
1929. 

Personal income and death taxes are 
the two forms of taxation in which 
progressive rates can be applied. In the 
South they account for about 6 per cent 
of total revenues; in the Non-South, 
for about 10 per cent. 


Total Tax Revenues 


Between 1929 and 1932, total tax 
revenues declined by 2 per cent in the 
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South while they increased by 6 per 
cent elsewhere. This indicates the 
greater severity of the depression in the 
South in the early years. By 1942, 
total tax revenues were 151 per cent 
above the 1929 level in the South and 
up by 182 per cent in the Non-South. 
The gap was closed during the war 
years, and by 1946 the increase was 232 
per cent for the South and 230 per cent 
for the Non-South. 

Professor Martin has shown that the 
ratio of per capita state and local tax 
collections to per capita income in the 
Southeast (including West Virginia but 
not Oklahoma and Texas) declined 
steadily from 11.8 per cent in 1938 to 
5.9 per cent in 1945 and then increased 
slightly to 6.2 per cent in 1946. Al- 
most the same movement took place in 
the United States as a whole, the ratio 
for the Southeast remaining slightly be- 
low the national ratio throughout.® 


EXPENDITURES 
Major Developments 


The major developments affecting 
public expenditures of state and local 
governments in the South were: (1) 
Total expenditures of states, except for 
debt retirement, increased by 153 per 
cent between 1929 and 1946, some- 
what less than the increase outside the 
region. One reason for this was, (2) 
capital outlays declined sharply during 
the war years. Capital outlays have 
consistently been of greater importance 
in the South and their decline gave the 
region a smaller total increase. (3) 
There was no significant change in local 
government expenditures between 1932 


9 James W. Martin, “State and Local Taxation in 
the Southeast and the War,” Southern Economic 
Journal, XIV (April, 1948), 381. 
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and 1942 either in the South or else- 
where. (4) In the South, state ex- 
penditures for operations and aid to lo- 
cal governments increased in the same 
proportion; outside the South, aid to 
local governments increased much more. 
(5) After a dip in the early 1930's, 
state expenditures for operations in the 
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doubled but declined in relative impor- 
tance. (9) In both regions, state ex- 
penditures for public welfare experi- 
enced the greatest increase, both abso- 
lutely and relatively. In the South the 
increase continued during the war, 
while elsewhere it was reversed. (10) 
State contributions to trust funds are 


TABLE 4 
PATTERNS oF STATE GOVERNMENT EXPENDITURES IN THE SOUTH AND THE Non-SovutH, 
Setectep Years, 1929-1946 








Percentage Distribution 








Type et Expenditure 1929 1932 1937 1942 1946 
SouTH 
CT TCT 378 346 413 41.4 48.4 
Aid to local gov’ts. .......... 23.6 24.4 245 27.1 30.2 
Capital outlays .............. 34.2 34.9 23.5 15.7 83 
0 ae A ee 43 6.1 4.1 3.2 16 
Contributions to trust funds .. a a 66 12.5 115 
Total, excl. debt retirement .. 100.0 100.0 100.0 100.0 100.0 
Non-SoutH 

ND bole. anh eine cto. 39.9 39.9 35.0 32.7 39.1 
Aid to local gov’ts. .......... 25.9 29.0 36.0 33.5 34.2 
Capital outlays ............. 28.8 26.4 16.0 99 5.0 
SEE EEE OS TS 43 36 ae 1.7 10 
Contributions to trust funds .. a1 1.0 10.3 22.2 20.7 
Total, excl. debt retirement .. 100.0 00.0 100.0 100.0 100.0 





® Less than 0.1 per cent. 


Source: Governments Division, Bureau of the Census. 


South rose substantially in relative im- 
portance; outside the region, the dip 
came in the late 1930’s and early 1940’s 
and by 1946 the ratio was the same as 
in 1929. (6) Expenditures for inter- 
est have been relatively more impor- 
tant in the South, but have declined in 
importance in both regions. (7) State 
expenditures for highways in the South 
approximately doubled; these have con- 
sistently been of greater relative impor- 
tance in the South but have steadily 
declined in importance in both regions. 
(8) Southern state expenditures for 
schools trebled and retained their rela- 
tive size while outside the region they 


relatively less important in the South 
both because of smaller collections of 
the unemployment compensation tax 
and because southern states make small- 
er payments to retirement funds for 
employees. (11) In 1946, the three 
functions of highways, schools, and 
public welfare accounted (directly, 
through aid to local governments, and 
in capital outlays) for about 64 per 
cent of the total expenditures of south- 
ern states; for non-southern states, the 
ratio was approximately 51 per cent. 
Tables 3 and 4 summarize data on gen- 
eral expenditures of state governments 
for selected years, 1929-1946. 
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State and Local Relations 


’ As was noted with revenues, southern 
states have tended to take over certain 
governmental functions directly rather 
than subsidize them through aid to lo- 
cal governments. ‘This tendency is 
strikingly illustrated by the action of 
North Carolina and Virginia in taking 
over financial responsibility for all rural 
highways and North Carolina’s assump- 
tion of the responsibility for the basic 
public school program. In the field of 
public welfare, too, especially with old- 
age assistance, most southern states ad- 
minister the program directly. This 
tendency accounts in large measure for 
the higher proportion of operating ex- 
penditures and the lower proportion of 
aid to local governments found in the 
South. 

Just why this tendency should ob- 
tain is not entirely clear. Two consid- 
erations may help.to explain it. In the 
early 1930’s, local governments in sev- 
eral southern states were in acute finan- 
cial distress and heavily burdened with 
debt; the states had to do a very large 
rescue job in order to prevent serious 
deterioration of important govern- 
mental functions. With public wel- 
fare, it is probable that in most south- 
ern states there did not exist local ad- 
ministrative machinery adequate to 
meet Federal standards and it was prob- 
ably decided that a system of direct 
state administration could be established 
more quickly and more efficiently than 
the local system could be built up. 

Since local expenditures remained 
approximately constant between 1932 
and 1942 while state expenditures were 
increasing substantially, the latter in- 
creased greatly in relative importance. 
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In the South, state expenditures in 1932 
(excluding aid to local governments) 
were about 54 per cent of total local 
expenditures; in 1942, the ratio was 111 
per cent. For the Non-South, the fig- 
ures were 27 per cent for 1932 and 59 
per cent for 1942."° In both cases the 
ratio just about doubled, but in the 
southern states it was about twice as 
great as in the non-southern states. 


Capital Outlays 


As noted above, capital outlays have 
accounted for a higher proportion of 
total expenditures of southern than of 
non-southern states. Several factors ac- 
count for this. The functions which 
the states have been taking over from 
local governments are those which in- 
volve heavy capital outlays. Highways 
are an outstanding example. Further, 
the South, during much of this period, 
has been striving to “ catch up ”—fre- 
quently with the aid of borrowing—on 
its governmental services and this near- 
ly always requires heavy outlays for 
physical plant. Borrowing is nearly al- 
ways for physical properties rather than 
current personal services. Finally, it is 
probably true that there is a larger dif- 
ferential between salaries paid to gov- 
ernmental employees in southern and 
non-southern states than there is be- 
tween construction costs in the two 
regions. If so, this would give the 
southern states a higher proportion of 
capital outlays even if the volume of 
governmental services were the same. 


10 Total local government expenditures were: 
South—1932, $882 million; 1942, $887 million; 
Non-South—1932, $5,619 million; 1942, $5,429 
million. The 1932 figures are partly estimated and 
it is not possible to give an accurate breakdown 
of them. 
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Highways 

While operating expenditures for 
highways by southern states increased 
from $54 million in 1929 to $109 mil- 
lion in 1946, they did not keep pace 
with total expenditures and hence de- 
clined in relative importance. The 
same trend existed in non-southern 
states, although with them highway 
costs were never so important relatively. 
One reason for the relative decline was 
that, as noted above, revenues from the 
highway taxes did not keep pace with 
total revenues. Further, in many states 
a substantial part of those revenues 
must go to service debts incurred when 
the road system was being constructed. 
A larger reason, perhaps, is that once the 
basic network of highways is com- 
pleted, the cost of maintaining it does 
not grow as fast as do the costs of other 
governmental functions; per unit oper- 
ating costs should decrease rapidly as 
traffic increases. 

The Bureau of Public Roads of the 
Federal Government has compiled con- 
struction and maintenance costs for 
state-administered highway systems by 
states for a number of years.’ These 
data show that from 1922 through 
1946, southern states spent $3.3 billion 
for construction, and $1.3 billion for 
maintenance of their highways. These 
figures were, respectively, 28.9 and 28.0 
per cent of the national totals, approxi- 
mately the same as the proportion of 
the land area of the country contained 
within the southern states. 

At the end of 1946, the thirteen 
southern states had 116,093 miles of 
surtaced highways in their primary sys- 
tems of rural state highways. This was 


11 Public Road Administration, Highway Statis- 
tics; Summary to 1945, pp. 44-47. 
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36.5 per cent of the total for the coun- 
try. The South’s proportion of sur- 
faced mileage is thus somewhat higher 
than its proportion of funds spent for 
construction. One reason for that is 
that southern states have a higher pro- 
portion of the narrower roads (less than 
27 feet) and of the lower types of sur- 
facing.” Another reason is probably 
that construction costs, especially that 
part represented by land cost and the 
lower types of labor, have been some- 
what lower in the South. 


Education 


The great bulk of public expendi- 
tures for education are for the public 
schools. Since the costs of the public 
schools are divided in ever-changing 
proportions between state and _ local 
governments, it seems that the best data 
for measuring these costs are those sup- 
plied by the U. S. Office of Education, 
which include expenditures by both 
levels of government. Table 5 gives a 
summary of the pertinent data for three 
selected years.’* 

In each of these years the South’s 
proportion of children of school age (5- 
17 years) was almost one-third. In 
1927-28, the South’s proportion of 
pupils enrolled was slightly lower than 
its proportion of children of school age, 
but by 1944-45 this had been reversed 
and the South had a slightly larger pro- 
portion of its eligible children in school 


12 Southern states had 37.5 per cent of the roads 
less than 27 feet in width, but only 18 per cent 
of those 27 to 36 feet wide and 25 per cent of 
those over 36 feet wide. 


13 For 1927-28 and 1937-38 the data are from 
the U. S. Office of Education’s Biennial Survey of 
Education. The data for 1944-45 are from the 
National Education Association’s Research Bulletin 
(Vol. XXV, No. 4, December, 1947); they are 
apparently based on Office of Education data not 
yet published. 
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than did the Non-South. The south- 


ern states have made even more progress 
in increasing the length of the school 
term. As measured by the average 
number of days attended per pupil en- 
rolled, the figure increased by 23 per 
cent and moved up from 80 to 93.4 
per cent of the national average. 


FINANCES IN THE SOUTHERN REGION 301 


penses increased by 74 per cent com- 
pared with an increase of 30 per cent 
in the Non-South. Current expenses 
per pupil increased by 85 per cent com- 
pared with 42 per cent outside the 
South, but at the end the southern fig- 
ure was just one-half the non-southern 
figure. 


TABLE 5 
Pusiic Schoo. ENROLLMENT AND FINANCES IN THE SOUTH AND THE Non-Soura, 
1927-28, 1937-38, 1944-45 














1927-28 1937-38 1944-45 
South Non-South South Non-South South Non-South 
Population, 5-17 years (in thou- 
eg eRe Sey 10,239 20,657 9,997 20,792 9,355 19,535 
Per cent of United States ... 33.1 66.9 32.5 67.5 32.4 676 
Elementary and kindergarten pu- 
pils (in thousands) ...... 7,306 13,962 6,997 12,751 6,347 11,319 
Per cent of United States ... 34.4 65.6 35.4 646 35.9 64.1 
Secondary pupils (in thousands) . 948 2,964 1,509 4,718 1,386 4,174 
Per cent of United States ... 24.2 758 24.2 758 24.9 75.1 
Total pupils (in thousands) ..... 8,254 16,926 8,506 17,469 7,734 15,492 
Per cent of United States ... 32.8 67.2 32.7 673 33.3 66.7 
Average days attended per pupil 
OUI. Cin is ccnccnccs 1128 nae ee ase a  Sheas 
Per cent of United States ... 80.0 aate GGA t6 disc. fr 
Average annual salary of instruc- 
SOD CURIE is cvcsh senses $835 ® ate $8354 ..... oe) 
Per cent of United States ... 612 aes GO. wakxs We wisce 
Total current expenses (in mil- 
BOD é004s .cedxin ddlgue- $283 $1,515 $316 $1,554 $ 492 $1,975 
Per cent of United States ... 15.7 843 16.9 83.1 19.9 81.1 


Current expenditure per pupil en- 


ro 
Per cent of United States .. 


$ 34.29 $ 89.51 
48.0 


ry $ 8896 $ 6362 $ 127.49 
aa eee 59.9 


eter 





* Medians of state averages. 
Source: U.S. Office of Education. 


In all financial comparisons the South 
makes a very poor showing, although 
over the past twenty years it has made 
substantially more progress than the 
Non-South. The average salary of the 
instructional staff in 1944-45 was only 
67 per cent of the national average, but 
that was better than the 61 per cent of 
twenty years ago. Total current ex- 


The southern states are spending on 
education about the same proportion of 
their income payments as are the non- 
southern states. In 1944, per capita in- 
come payments in the South were about 
62 per cent of those in the Non-South. 
But children of school age represent a 
larger proportion of the total popula- 
tion in the South and a slightly higher 
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proportion of them are now enrolled 
in schools. This is why expenditures 
per pupil in the South are only half as 
much as in the rest of the country. 


Public Welfare 


State and local expenditures for pub- 
lic welfare have increased phenomenally 
in all parts of the United States during 
the past twenty years. In 1929, south- 
ern states made almost no payments for 
this purpose except for Confederate 
pensions, which accounted for more 
than $19 million of the $21 million 
listed under this heading. In 1946, 
they spent $197 million, which was 29 
per cent of all operating expenditures. 
This was a larger amount than was 
spent for any other purpose and a larger 
proportion than was spent by non- 
southern states.'* 


Several aspects of these expenditures 
are worthy of note. In the first place, 
a large part of the southern expendi- 
tures are concentrated in Oklahoma 
and Texas. In 1946, out of a total for 
the South of $216 million (direct state 
expenditures plus aid to local govern- 
ments) those two states had $97 million, 
or 45 per cent. Over $82 million of 
the $97 million was for old-age assist- 
ance. 


14 Because of the erratic way in which expend- 
itures for public welfare are divided between state 
and local governments from state to state, this does 
not tell the whole story. Two other measures are 
available. In 1942, 8.8 per cent of all (not merely 
operating) expenditures of state and local govern- 
ments in the South were for public welfare, com- 
pared with 12.9 per cent in the Non-South. For 
1946, we can get a more accurate measure by 
combining state operating expenditures and aid to 
local governments. Of this combined total, 18.5 
per cent went for public welfare in the South, 
compared with 26.6 per cent for schools and 25.3 
per cent for highways. In the Non-South, the 
ratios were 23.6 for public welfare, 25.7 for schools, 
and 14.2 for highways. 
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In the second place, public welfare 
expenditures continued to increase both 
absolutely and relatively in the South 
during the war. In the Non-South, 
there was some absolute increase but a 
relative decline. The reason was that 
before the war general assistance or re- 
lief payments were quite large outside 
the South but small in the South, 
During the war those payments de- 
clined sharply. All states continued to 
increase their appropriations for other 
parts of the program in order to qualify 
for Federal funds. Outside the South, 
that increase was largely offset by the 
decline in relief payments. 

While southern states have made 
large gains, both absolutely and rela- 
tively, in public welfare expenditures, 
average payments are still low in rela- 
tion to other areas. In December, 1946, 
average monthly payments under four 
programs’ were as follows: 








Program South @ US. Average 
Old age assistance .. $19.74 $35.31 
Aid to children .... 35.09 62.23 
Aid to blind ....... 22.87 36.67 
General relief ...... 13.73 > 39.48 





® Median of state averages. 
> Based on eight states. 


Oklahoma showed payments well above 
the national average in old-age assist- 
ance and aid to the blind and Florida 
had payments slightly above in both 
those categories. Otherwise, all south- 
ern states were below the national aver- 
age in all categories. The differential 
was greatest in general relief, which 
does not receive Federal funds. This, 
as well as the great increases made by 
southern states, reflects the pressure to 
match Federal funds. 


15 Social Security Yearbook, 1946, p. 54. 
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The above discussion of average pay- 
ments is not meant to imply that aver- 
age payments in the South should be as 
large as those in the Non-South. Con- 
sidering prevailing levels of income, 
southern payments would be “ at par ” 
if they were about two-thirds those in 
the Non-South. Except for general re- 
lief, the South has a higher ratio in all 
of the above payments than it has in 
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overhead does not increase proportion- 
ately as operations expand. State ex- 
penditures for public safety also have 
declined in relative importance and 
have been substantially lower in south- 
ern than in non-southern states. Pay- 
ments for the conservation of natural 
resources have been maintained at from 
6 to 7 per cent of operating expenses 
in both regions. Higher interest costs 


TABLE 6 
GENERAL EXPENDITURES OF CoMBINED STATE AND Loca GovERNMENTS IN 


THE SouTH AND THE Non-SoutsH, 1942 








Amounts 


Per Cent 








Purpose (Millions) Distribution Per Capita 
South Non-South South Non-South South Non-South 
General control ............. $ 124 $ 544 7.1 66 $ 3.24 $3 5.70 
OEE SE ee 103 654 59 79 2.69 685 
NEE, cy os ieee cwescsec 168 639 9.7 7.7 439 669 
IN, Cina» dcbbepac ede 24 167 14 2.0 063 1.75 
Health and hospitals ........ 90 482 52 58 2.35 5.05 
Public welfare .............. 153 1,073 88 129 3.99 11.23 
ED idicebrddewseecuworws 445 1,920 25.7 23.1 11.62 20.10 
Miscellaneous .............. 100 529 58 64 261 5.54 
‘Tetal operations ................ 1,207 6,009 69.6 724 3151 62.92 
ee Ee ETRE Tee 244 773 14.1 93 637 8.09 
PEP ba, hain hasavcebiteateckh 138 378 79 46 3.60 3.96 
Contributions to trust funds and 
pub. serv. enterprises .... 145 1,140 84 13.7 3.79 11.93 
Total, excl. debt retirement ...... 1,734 300 100.0 100.0 4527 8691 





Source: Revised data published by Governments Division, Bureau of the Cenana. 


current expenses per school child. With 
a limited amount of funds, it is diffi- 
cult to decide between taking care of 
the aged, the poor, and the afflicted on 
one hand and training the children on 
the other; between taking care of weak 
and ineffective members of society at 
present or preparing the producers of 
the future. 


Other Expenditures 


Expenditures for general control have 
declined relatively as total expenditures 
have increased, more in the South than 
in the Non-South, indicating that here 


in the South have been the result of 
higher debts; the reductions in both re- 
gions reflect declining interest rates and, 
since 1940, reductions in the debt. 


Combined State and Local Expenditures 


Table 6 is a consolidation of state and 
local expenditures, excluding state aid 
to local governments, for 1942. The 
distinctive features discussed above are 
present here but usually they are not 
so pronounced as they are with state 
expenditures alone. The great increases 
in state spending in recent years have 
been largely concentrated in a few fields 
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to meet needs which have developed or 
expanded greatly in the past two or 
three decades. Local expenditures, 
especially in the South, still have much 
the same pattern as they had twenty 
years ago. When the two are combined 
the sharp differences produced by the 
past twenty years are reduced and in- 
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Governmental Employment 


Since 1941, the Bureau of the Census 
has compiled data on the employees and 
payrolls of state and local governments, 
These show that the South has about 23 
per cent of the total of such employ- 
ment for the country, a ratio somewhat 
less than the region’s share of popula- 

















terregional differentials less well defined. tion. (See Table 7.) This difference 
TABLE 7 
State anp Loca, GovERNMENT EMPLOYMENT IN THE SoUTH AND THE Non-SoutH, 1941, 1944, 1947 
ates Employment Monthly Payrolls Average 
Region Total Per Cent Amount Per Cent Monthly 
(Thousands) of US. (Millions) of US. Salary 
January, 1941 
RT cy. cba > nee 738 22.8 $ 63 16.5 $ 83.37 
Non-South ....... 2,504 77.2 318 83.5 127.00 
April, 1944 
ES se 742 23.3 73 17.7 98.38 
Non-South ....... 2,444 76.7 339 823 138.71 
January, 1947 
RA 837 23.3 115 19.0 137.40 
Non-South ....... 2,758 76.7 489 81.0 177.30 





Source: Bureau of the Census, Government Employment. 


Relation of Expenditures to Revenues 


General expenditures (except debt 
retirement) of southern states exceeded 
their general revenues by considerable 
margins in 1929 and 1932. The 1929 
deficit was probably due to the fact that 
many states were borrowing heavily for 
capital improvement programs, while 
the 1932 deficit was principally due to 
current operating deficits which were 
general throughout the region. Non- 
southern states as a group had a deficit 
only in 1932. In 1937, revenues and 
expenditures were fairly well balanced, 
and in 1942 and 1946, revenues ex- 
ceeded expenditures by wide margins. 
The surpluses, caused to a considerable 
extent by the enforced reduction of 
capital outlays, were used to pay off 
debt, build up sinking funds, and to 
establish postwar reserve funds. 


is even more pronounced among non- 
school employees. In January, 1947, 
the South had about the same number 
of school employees per 1,000 popula- 
tion as the country as a whole. The 
median of the averages for the southern 
states was 11.6 per 1,000 inhabitants; 
the national average was 11.5. (Per 
1,000 school children, however, the 
ratio in the South would be somewhat 
lower than in the whole country.) 
But the South had only 10.9 non-school 
employees per 1,000 population, as 
compared with 16.7 per 1,000 in the 
nation as a whole. On this point, 
Florida was the only state with a figure 
above the national average, and _ its 
figure was twice the median for the 
region. 

In 1941, the average monthly salary 
of southern employees was not quite 
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two-thirds the average salary of non- 
southern employees.** By January, 
1947, the average monthly salary in 
the South had risen by $54, or about 65 
per cent, while in the Non-South the 
increase was $50, or 40 per cent. This 
is an indication of two trends in wages 
and salaries during the war period, 
namely, the tendency for the lower 
wages and salaries to rise more’ propor- 
tionately and the tendency for inter- 
regional differentials to decline. 


DEBTS 
Background 


For several decades before 1912, state 
and local debts in the South had been in 
line with the region’s wealth and in- 
come.’’ In the two decades which fol- 
lowed, however, southern units bor- 
rowed much more rapidly than the rest 
of the country and accumulated a debt 
load out of proportion to their wealth 
and resources. The figures for the 
debts (gross debts less sinking funds 
assets) of state and local governments 
combined on three dates for the South 
and Non-South were, in millions of dol- 
lars, as follows: 








1922 1932 1942 
Pee 1,603 3,890 3,590 
Non-South ...... 7,087 13,687 13,730 





Between 1922 and 1932, debts in the 
South increased by 143 per cent while 


16 Computed by dividing number of employees 
at the end of the month into the payroll for the 
month. This understates the average salary in both 
regions slightly because of part-time workers, but 
this discrepancy is not material. 


17 For a general discussion of debts in the South 
for the period immediately preceding 1936, see 
B. U. Ratchford, “Public Debts in the South,” 
Southern Economic Journal, Il (January, 1936), 
13-25, 
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elsewhere the increase was only 93 per 
cent. In 1932, the South had about 22 
per cent of total state and local debts 
but the region was receiving a little 
less than 15 per cent of the nation’s in- 
come payments. That was to spell 
trouble. 


Debt Changes 


In 1929, the period of heavy borrow- 
ing was drawing to a close,and the 
South was facing, unknown to it at the 
time, the most troublesome period with 
its debts since Reconstruction days. 
Borrowing by local governments came 
to a sudden halt and has not been re- 
sumed on any considerable scale since 
that time. Between 1932 and 1942, as 
the above figures show, combined state 
and local debts in the South declined 
by $300 million or 7.7 per cent; outside 
the South there was practically no 
change. 

State governments continued to bor- 
row in the early 1930’s partly to cover 
operating deficits, until 1940. For 
southern states, total debts in 1942 were 
just about twice the amount outstand- 
ing in 1929. (See Table 8.) After 
1940, state debts were reduced, slowly 
at first and then rapidly during the war 
as revenues mounted and capital out- 
lays were sharply curtailed. Since 1929, 
per capita state debts have been sub- 
stantially higher in the South than in 
the Non-South. 

The fiscal year 1947 marked a sharp 
reversal of trends and suddenly gave the 
South slightly lower per capita state 
debts. Debts of non-southern states 
jumped by $531 million, or 46 per cent, 
while the increase in southern states 
was only $22 million or less than 4 per 
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- cent. The explanation was heavy bor- 
rowing by a few non-southern states 
in order to pay veterans’ bonuses. 


Forms of Borrowing 


During the past twenty-five or thirty 
years, governmental units, especially 
states, have developed a number of new 
ways of borrowing funds. These usu- 
ally involve the issue of revenue bonds 
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Kentucky, state highway departments 
or specially constituted authorities have 
issued revenue bonds to build bridges, 
the debts to be serviced from tolls. 

In a number of states, including 
eleven southern states, educational in- 
stitutions have issued revenue bonds to 
build dormitories, dining halls, etc., the 
bonds to be serviced by rentals or 
profits. In 1940, the total of such debts 


TABLE 8 


Net Lona-Term Dents or STATES IN THE SOUTH AND THE NON-SouTH, SELECTED YEARS, 1929-1947 

















South Non-South 

Year Amount Per Per Cent Amount Per 

(millions) Capita of U.S. (millions) Capita 
Ge Fissivs. dix $433 $12.86 28.4 $1,095 $12.58 
a 687 19.80 31.9 1,466 16.24 
ST. cara cae 834 22.96 33.3 1,668 18.13 
> SA a 873 22.80 33.3 1,747 18.29 
| ah 695 18.30 33.1 1,405 14.86 
ee? eke sds 579 15.15 33.3 1,159 11.40 
ae 601 15.51 27.1 1,690 16.15 





Source: Bureau of the Census. 


by some department, agency, or insti- 
tution of the state, based on some source 
of revenue but not carrying the pledge 
of the state. The purpose is usually to 
avoid constitutional debt limitations.’® 

Several of these forms pertain to 
highways. Several states, such as Flor- 
ida and Texas, have indirectly assumed 
local highway debts by allocating a part 
of the proceeds from the motor fuels 
tax to local units, with varying direc- 
tions that it be used for debt service. 
Other states, such as Georgia, Arkansas, 
and Tennessee, have directly assumed 
local highway debts. The Georgia as- 
sumption was by constitutional amend- 
ment, but some courts have held that 
such an increase in the state debt is not 
covered by constitutional prohibitions. 
In other states, such as Alabama and 


18 For a fuller discussion see: B. U. Ratchford, 
“New Forms of State Debts,” Southern Economic 
Journal, VII (April, 1942), 459-78. 


in southern states amounted to $40.9 
million out of a total for the nation of 
$74.6 million.’® 

The total of such indirect, revenue 
obligations of states and state agencies 
in 1940 was about $1,120 million, of 
which some $700 million were serviced 
directly from the funds of states or 
state agencies. About $300 million, or 
43 per cent of this $700 million, were 
in the South. 

The latest form of revenue obliga- 
tions is illustrated by an issue of $15 
million sold by New Orleans in April, 
1948. The city sold tax exempt bonds 
and reloaned the proceeds to finance 
the construction of a union station and 
the elimination of grade crossings. The 
bonds are to be serviced from rentals 
paid by the participating railroads.” 


19 Ibid., p. 469. 
20 New York Times, April 25, 1948, sec. 3, p. 1. 
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nents : ae , ai 
This may represent the beginning of a heavily such as Arkansas, Louisiana, 
have : . 
dges new method of financing. North Carolina, and Texas. Table 9 
. summarizes the number of local gov- 
dint Defaults ernments in default at various times 
P eae By far the most significant develop- from 1933 to 1948. The South, with 
a ment affecting debts in this period was only about 16 per cent of the nation’s 
, the TABLE 9 
$ (Or NuMBER oF LocaL GOVERNMENT UNITS AND NUMBER IN DEFAULT ON GENERAL 
lebts OBLIGATIONS aT SELEcTeD Dates 
. . Cities and School Other Total 
-1947 Date and Region Counties Towns Districts Districts Units 
Total number of units, 1942 
= Cette ee. 1,305 4,357 16,992 1,855 24,522 
itl Non-South ............. 1,745 11/363 91,587 25,293 130,594 
2.58 Number in default 
6.24 March 25, 1933: 
8.13 ES 150 165 58 18 393 
oa errr 22 144 78 10 254 
1.40 Jan. 1, 1935: 
6.15 re 257 460 298 186 1,202 
— PROD RIOUUD oon 6s 5's ca ouinis 92 391 325 23 831 
Jan. 1, 1936: 
10.9 NG oy scnak eekany eaee 241 485 535 689 1,950 
: of Non-South ............. 68 331 305 505 1,209 
Jan. 1, 1938: 
Sedan) cis sabaswenes 157 468 368 680 1673 
nue eee 29 287 364 729 1,414 
cles Jan. 1, 1942: 
of a RI RRL 68 180 220 84 552 
Non-South ............. 19 127 187 3 336 
ced 
or Jan. 1, 1948: 
ae 15 75 61 9 160 
or Non-South ............. 3 41 36 1 81 
ere Source: The Bond Buyer; number of units in 1942 from Bureau of the Census, Census of Govern- 
ments, 1942. 
ga- the wave of defaults which reached a governmental units, at all times had a 
15 crest in the early 1930's, subsided some- majority of those in default. 
ril, what during the latter part of the dec- In 1935, the four states of Arkansas, 
ids ade, and dropped sharply during the Florida, Louisiana, and North Carolina 
1ce war. The movement had its begin- had about 45 per cent of all defaults 
nd ning in Florida in 1926 following the in the United States. In 1932, those 
he collapse of the wild land boom, and four states had 9.5 per cent of all state 
als that state has led throughout in the and local debts in the country, but only 
Tas number and extent of defaults. With 3.7 per cent of the estimated wealth, 
the onset of the Great Depression, the 3.7 per cent of income payments, and 
wave of defaults spread rapidly to other 4.4 per cent of retail sales.* In com- 
e states, especially those in which local parison with the country as a whole, 
government units had borrowed most Ren ee At 
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their debt was more than twice as great 
as their resources for carrying it. 

A comprehensive discussion of the 
causes of such wide-spread defaults 
would require a volume. Some of them 
are listed below. Over-borrowing for 
rural highways, irrigation and drainage 
districts, and urban improvements was 
the most obvious cause. This, in turn, 
had been brought about by the growing 
number of automobiles and rapid urb- 
anization. The “New Era” philos- 
ophy of the 1920’s, which did not rec- 
ognize the possibility of a future de- 
pression, had its effects on both the bor- 
rowing and lending sides. Wild real 
estate speculation in Florida, western 
North Carolina, and some other places 
added its contribution. Then came the 
drastic deflation of the early 1930's; 
prices of farm commodities went down 
and down, land values collapsed, tax de- 
linquencies mounted, real estate mort- 
gages were defaulted by the thousands, 
and local governments were hard 
pressed to meet their most essential 
operating expenses. 

In passing, it should be noted that 
some local units benefited substantially 
by defaulting. A large majority of 
municipal bonds are non-callable and 
many were issued during the 1920’s at 
comparatively high rates of interest. 
When interest rates declined in the 
1930’s, most units were unable to take 
advantage of the low rates. But if a 
unit was badly in arrears on its debt 
service, the whole debt, or a large part 
of it, was frequentely refunded. Call- 
able bonds were often used in such re- 
funding. After a year or two, many 
of the units got back into good finan- 
cial condition and were able to call 
their bonds and refund them at lower 
rates of interest. Thus today many 
units which defaulted are enjoying 
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lower interest rates than their neighbor- 
ing units which have regularly met 
their obligations. 

Only two states are listed as having 
defaulted during the 1930’s—both of 
them in the South. South Carolina was 
in technical default for a time, but later 
made all payments in full without any 
adjustment. Arkansas defaulted in 
August, 1932. The state attempted to 
push through a refunding plan which 
would have imposed considerable sacri- 
fices on bondholders. This was suc- 
cessfully resisted and a second refund- 
ing act was passed in 1934. This was 
accepted by the bondholders and the 
state came out of default in 1935. 
Bondholders suffered no loss of prin- 
cipal but took some reduction in in- 
terest.”” 


Debt Management 


The large number of defaults by lo- 
cal units naturally directed attention 
toward the controls and limitations 
which all states impose on local borrow- 
ing. North Carolina was one of the 
few states to initiate a thorough reform 
on this point. It set up a Locai Gov- 
ernment Commission which has con- 
siderable discretionary power to super- 
vise all aspects of local debts. The 
Commission must examine and approve 
all bond and note issues of local units 
(in certain cases its decisions can be 
reversed by a popular vote); it adver- 
tises and sells the obligations and trans- 
mits the funds to the local units; it 
supervises the levying of taxes and the 
collection and transmission of funds for 
debt service. It gave substantial aid 
and advice to defaulting units in work- 
ing out readjustments of their debts. 
This reform has been recognized as one 
of the outstanding contributions to the 


22 For details, see B. U. Ratchford, American 
State Debts (Durham, N. C., 1941), chap. XV. 
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technique of state control of local bor- 
rowing in recent years.”* 

In the management of their own 
debts, the states suffered heavily from 
their lack of foresight during the 
1920’s. Most of the bonds had been 
issued with comparatively high interest 
rates and were non-callable. During 
the 1930’s, Federal income tax rates rose 
sharply and interest rates declined 
greatly. By 1936, good state bonds 
could be sold at interest rates no more 
than half those which prevailed during 
the 1920’s. But the states could not 
take advantage of this situation by re- 
funding their bonds, as most private 
debtors could and did. Further, the 
non-callable bonds made the debts in- 
flexible so that they could not be ad- 
justed to meet other changing condi- 
tions. For example, on occasion Ten- 
nessee had funds accumulated sufficient 
to pay off considerable amounts of its 
debt, parts of which bore 6 per cent 
interest, but the bonds could not be re- 
deemed; the State had to continue pay- 
ing 6 per cent on its obligations and 
invest the accumulated funds at 1 per 
cent. In 1945, North Carolina had a 
surplus in its General Fund sufficient 
to pay off its entire General Fund Debt 
—more than $50 million. The funds 
had to be invested in Federal obliga- 
tions to yield from 1 to 1.5 per cent 
while the state continued to pay from 
4 to § per cent on much of its debt. 
There are no indications that the states 
have profited from this costly lesson in 
debt management. 


23 For further discussion see: B. U. Ratchford, 
“The Work of the North Carolina Local Govern- 
ment Commission,” National Muncipal Review, XXV 
(June, 1936), 323-27; and J. W. Fesler, ‘“* North 
Carolina’s Local Government Commission,” National 
Municipal Review, XXX (June, 1941), 330 ff. 
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Surplus Funds 


During the war years, as revenues 
rose and capital outlays were curtailed, 
nearly all states had surpluses in their 
general and highway funds. Among 
southern states, the total of such sur- 
plus funds rose steadily from $199 mil- 
lion in 1943 to $513 in 1947. The fig- 
ure for the latter year was 16 per cent 
of the total for the country. This 
amount was in addition to some fairly 
large additional payments which had 
been made to sinking funds, such as 
the North Carolina payment mentioned 
above. Some of the surplus funds are 
held in special reserves, earmarked for 
capital improvements or other specified 
purposes. Other parts are held in gen- 
eral or special funds as a reserve against 
the possibility of a decline in revenues 
or to await a decision on their use. The 
total for the southern states was equal 
to more than 80 per cent of their net 
long-term debt in 1947. 


TAX AND DEBT LOADS 


In considering the burden repre- 
sented by debts and taxes, it is neces- 
sary to take into consideration incomes 
and other measures of ability to pay. 
Dr. Wylie Kilpatrick, formzzty of the 
Bureau of the Census, has computed for 
the different states some indexes which 
indicate the relative burdea of debts, 
debt service, and gensezal revenues of 
state and locsi governments combined 
in 1942. He did this by first comput- 
ing index numbers representing ability 


24In 1944, North Carolina 5 per cent bonds 
were selling in the market as high as 150. If an 
individual had bought $100,000 of such bonds at 
par when they were issued in the 1920’s, he would 
have had a tax-exempt income of $5,000 per year 
for the whole period, would have paid no taxes 
from it to help finance the war, and would have 
had a paper profit of 50 per cent in 1944. 
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to pay based upon per capita income 
payments for the years 1929, 1935, 
1940, and 1942, with the United States 
average as 100. Thus, if in State A 
average per capita income payments 
were three-fourths of the average for 
the whole country, the index of ability 
to pay for that state would be 75. Sim- 
ilar per capita indexes were computed 


TABLE 10 


INDEXES OF THE BuRDEN oF Dests, Dest SERv- 
ICE, AND GENERAL REVENUES OF STATE AND 
Loca, GOVERNMENTS IN THE SOUTH 
AND THE Non-SoutH, 1942 








General General General 





Long- 
State Debt Reve- 
a Service nues 
pA ee aoe oP 130 97 102 
Te 242 141 95 
oe as as a 269 156 124 
eS ee he eee 54 50 91 
Kentucky ......... 65 64 97 
Louisiana ......... 212 195 125 
Mississippi ........ 200 199 121 
North Carolina .... 191 137 113 
Oklahoma ......... 88 80 116 
South Carolina .... 150 165 118 
Tennessee ........ 202 111 98 
PUN ck boda ca eee 150 144 94 
. |' aaa 81 60 89 
United States ..... 100 100 100 
Median: South .... 150 137 102 
Median: Non-South 77 84 103 





for general long-term debt, for general 
debt service, and for general revenues. 
The indexes of burden were then com- 
puted by dividing the index of ability 
into the indexes for debt, debt service, 
and general revenues and multiplying 
the result by 100. Thus, for example, 
if State A had per capita state and local 
debts equal to twice the national ave- 
rage, its debt index would be 200; its 
index of debt burden would then be 
200 divided by its index of ability (75) 
times 100, or 267. ‘Table 10 shows 
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how southern states compared with the 
rest of the country on the basis of these 
comparisons. | 

These figures indicate that the bur- 
den of state and local debts, in relation 
to income, was almost twice as heavy 
in the South as in the Non-South. 
Five states in the country had index 
numbers above 200—all of them in the 
South; three more southern and three 
non-southern states had numbers be- 
tween 150 and 200. Only four south- 
ern states had burdens below the ave- 
rage for the country. It is striking that 
in almost every case, southern states had 
lower index numbers for debt service 
than for debts. Since they did not en- 
joy lower interest rates on their debts, 
that must mean that they were making 
less provision for debt retirement. 

There was no appreciable difference 
in the burden of general revenues in 
southern and non-southern states. In 
other words, revenues were in about 
the same proportion as income pay- 
ments in the two regions. But since a 
substantially greater proportion of those 
revenues had to go for debt service in 
the South, that meant that the southern 
states could devote to current opera- 
tions and capital outlays smaller 
amounts, in proportion to income pay- 
ments, than could non-southern states. 
This is modified somewhat by the fact 
that non-southern states had to pay a 
larger proportion of their revenues into 
the unemployment trust fund. Finally, 
in terms of the real or “ psychic ” bur- 
den, general revenues which repre- 
sented the same proportion of income 
payments may well have been somewhat 
more burdensome to southern taxpayers 
with their substantially lower level of 
incomes. 








1 the 
these 


bur- 
ition 
eavy 
uth. 
idex 
the 
hree 

be- 
uth- 
ave- 
that 
had 


vice 


bts, 


ing 


nce 
- in 
In 
out 
ay- 
ea 
1ose 
in 
ern 
ra- 
ller 
ay- 
tes. 
act 
ya 
ito 
ly, 
ir- 
re- 
me 
at 
ers 


of 





TAX ALLOWANCES FOR DEPRECIATION BASED 
ON CHANGES IN THE PRICE LEVEL 


E. CARY BROWN * 


N THE PRESENT PERIOD of in- 

flation we, as consumers, are con- 
fronted with the unpleasant necessity of 
paying higher prices for many things 
we want to buy. But inflation is not 
limited to consumer goods. Business 
management sees the replacement cost 
of its capital goods spiral upward and 
is made aware of the need for increasing 
amounts of capital-goods outlays to 
maintain its physical plant and equip- 
ment. In view of this situation, a 
lively controversy has arisen among ac- 
countants as to whether the amount of 
profits shown in company records is ap- 
propriate—whether depreciation should 
continue to be based on historic cost 
or instead should be adjusted upwards 
for changes in the price level.’ 

In addition to questions of account- 
ing methodology, this discussion raises 
issues of tax policy. Should the present 
historic-cost approach to the definition 
of taxable income also be changed? ? 
For, whatever conclusion may be 


* The author is assistant professor of economics 
at Massachusetts Institute of Technology. 


1 There is a rapidly growing literature in this field. 
Many articles are contained in recent issues of the 
Accounting Review, Journal of Accountancy, and 
NACA Bulletin. 


2 Many of the articles by accountants also raise 
the tax question. See also L. H. Kimmel, Depre- 
ciation Policy and Postwar Expansion (Washington: 
Brookings Institution, 1946) and George Terborgh, 
Depreciation Policy and the Postwar Price Level 
(Chicago: Machinery and Allied Products Institute, 
1947). 


reached regarding the proper adjust- 
ment of accounting records in periods 
of price-level changes, the question of 
appropriate tax policy still remains. In 
this paper, I propose to limit myself to 
the tax issues raised by inflated replace- 
ment costs of depreciable assets, to look 
in a general way at the remedies that 
have been suggested, and to comment 
on their equity and economic implica- 
tions. 


The Problem as Seen by Business 


Inflation increases recorded profits, 
partly because a firm’s revenues are 
stated in terms of current selling prices 
whereas some of the costs of the firm 
are stated in terms of historic outlays 
at figures considerably lower than cur- 
rent replacement costs. The greatest 
lag between historic and current costs 
is found in the using up of depreciable 
assets—a period which can be twenty, 
thirty, fifty, or more years in length. 
For any one firm, the relative excess of 
depreciation based on current-replace- 
ment costs over depreciation based on 
historic costs will depend on the length 
of life of depreciable assets used in the 
firm, the time at which they were pur- 
chased, and the change in the price of 
the assets. The effect on the firm’s 
profits will vary with the importance 
of depreciation as compared with the 
firm’s revenues. 

Firms find that the payment of divi- 
dends equal to recorded profits would 
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decrease the physical plant of the busi- 
ness—while the net worth in money 
terms would remain the same, it would 
necessarily be smaller in real terms. 
Retention of all or a part of recorded 
profits is necessary if replacements are 
to be made by the firm without calling 
on outside capital. Even a reservation 
of all profits may be inadequate if re- 
placement costs of depreciable assets 
continue to rise and if current selling 
prices for the firm’s products reflect no 
more than increased current costs. 
Since these profits are not disposable 
without reducing the real net worth of 
the firm, they have been branded as 
fictitious. 

The tax law, moreover, requires, with 
minor exceptions, that depreciation be 
based upon historic costs. Thus, taxes 
are imposed on the excess of current- 
replacement depreciation over historic 
depreciation. The government, then, 
may be trenching on the real net worth 
of the firm. Proposals have been made 
which attempt in one way or another 
to eliminate the taxation of the excess 
of current-replacement over historic 
depreciation. Let us look at the gen- 
eral nature of these proposals. 


Proposals to Remedy the Situation 
and Some of Their Problems 


All proposals begin with the notion 
that firms are, as accountants would 
say, going concerns. That is to say, the 
firm is not contemplating partial or full 
liquidation upon the using up of its 


83 The terms “ money net worth” and “ real net 
worth” as used in this paper will refer to the 
dollar amount of net worth as contrasted with the 
value of net worth adjusted for changes in the level 
of prices. “Real net worth” is in some sense a 
physical measure. 


[Vot. I 


depreciable assets. If it were, no one 
would bé likely to brand as fictitious 
any part of the profits the firm was 
making. If the firm could charge 
prices based on higher replacements 


costs and pocket this additional amount 


to be disposed of to its stockholders, 
disposable gains would have been real- 
ized in the same sense as wage or divi- 
dend payments. No unique problem 
would be posed. True, the gain would 
not represent any increase in real pur- 
chasing power if the total amount 
realized on liquidation would purchase 
no more goods than the amount in- 
vested prior to the inflation. But the 
same might be said of increased wages 
or dividends, subjected to taxation al- 
though only sufficient to permit the 
recipient to hold his previous position. 
Proposals that are based on the necessity 
for the business firm to replace existing 
capital goods at inflated prices, but 
which propose to use an index of con- 
sumer prices, or general purchasing 
power, to measure the decrease in real 
capital, must, therefore, be rejected.‘ 
The latter type of index is relevant 
when all income is being considered, 
not just a portion of business income. 
Some proposals would push up de- 
preciation by the amount necessary to 
make aggregate depreciation deductions 
at the time an asset is replaced equal 


4In rejecting ‘this approach, Moonitz writes: 
“Whatever the reason for the purchasing-power 
approach, however, it must be recognized that except 
for cash, current receivables, and marketable secur- 
ities, the assets of a business concern do not repre- 
sent a pool of purchasing power available currently 
either to itself or to its owners; at most the bulk 
of the assets represents a pool of capital invested 
for the purpose of obtaining future consumption 
income. Individual consumers may disinvest and 
consume all or part of their resources, but not a 
going concern.” Maurice Moonitz, “ Adaptations 
to Price-Level Changes,” Accounting Review, XXIII 
(April, 1948), 139-140. 
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to the cost of the replacement. Ac- 
countants and others have, appropri- 
ately, criticized sharply these sugges- 
tions. They have pointed out the 
confusion between depreciation as a 
source of funds and as a measure of 
cost.» Such proposals must also be 
rejected as failing to address themselves 
to the problem. 

To my mind the best statement of 
the proposals for adjusting depreciation 
is in terms of a current-cost concept. 
Paton comments: 


The only substantial support for the view 
that depreciation charges in the income 
statement should reflect current prices rather 
than dollars of an earlier vintage, is found 
in the conception of cost as a measure of 
actual economic sacrifice incurred and the 
general thesis that true net income cannot 
emerge until all actual costs in this sense 


have been deducted.® 


And what is current economic sacri- 
fice? Most proponents of this view- 
point would say that it is the current 
replacement cost of particular assets or 
capacities, not the consumer goods 
which could be purchased if the firm 
were liquidated, nor the historic cost. 
It should be noted that charging depre- 
ciation on the current-cost basis is not 
equivalent to the proposal to raise de- 
preciation so that the accumulation in 
the reserve will be sufficient to finance 


_teplacement when an asset is retired. 


The current-cost approach puts the 
whole issue on a firmer basis, but raises 
the problem of constructing a satis- 
factory index number to reflect current 
costs. 

5See, for example, the criticism of this position 
by Terborgh, op.cit., p. 12, n. 7. 


$W. A. Paton, “ Depreciation and the Price Level 
Second Affirmative,” Accounting Review, XXII 
(April, 1948), 121. 
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Some Index Number Problems.—Iif 
we are trying to measure changing re- 
placement cost, we must recognize not 
only that prices of particular assets may 
vary, but also that there are continual 
changes through technical improve- 
ments in the kinds of assets used to 
produce a given output. The latter 
type of change may be just as important 
as the former. Replacements may no 
longer be identical with the original 
asset, and the measurement of price 
change is blurred. 

Should the index number be a gen- 
eralized one, or rather one developed 
for a particular industry, region, or 
firm? Price level changes certainly do 
not take place at an equal rate in all 
industries and regions, nor do they have 
an equal effect on firms with varying 
compositions of assets. 

The broader an index is, the less 
realistically can it be applied to an in- 
dividual firm. For example, a price 
index of construction costs for com- 
mercial and factory buildings made of 
brick and concrete exhibits movements 
in opposite directions in some years for 
different parts of the country as well 
as movements substantially different in 
magnitude. In 1926, such an index 
dropped 7 points in the Atlanta area but — 
rose 10 points in New York; in 1929 it 
rose 8 points in New York and dropped 
8 points in San Francisco; in 1932 it 
dropped 3 points in Atlanta and fell 
14 points in New York.’ 

Probably a broad index would be 
much too inaccurate to provide any 
reasonable basis for adjusting for re- 
placement costs. It seems likely that 


7 The data are taken from U.S. Department of 
Commerce, Survey of Current Business, 1942 Sup- 
plement, p. 26. The index was constructed by E. 
H. Boeckh and Associates, Inc. 
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sufficient accuracy can be obtained 
only by development of indices for 
individual firms. This development 
would be highly costly in terms of both 
administrative and compliance costs. 
Whether the price is too great depends 
on how highly the goal to be achieved 
is valued. 

A Mechanical Difficulty.—One final 
point should be noted. Suppose for 
tax purposes we were to go over to a 
full-fledged system of adjusting depre- 
ciation for changes in the price level 
of capital goods. Is this mechanism 
self-correcting? Suppose, for example, 
that prices were to return to their pre- 
war level in two or three years. Let 
us imagine a business firm owning just 
one asset, purchased in the prewar 
period. If the asset were to be replaced 
in the postwar period when prices re- 
turned to the prewar level—after the 
firm had taken “ current ” depreciation 
on it during the period of high prices— 
how would the excess be treated? 
“True” costs of the asset would have 
been overstated because depreciation 
would have been charged on the as- 
sumption that the level of prices was 
to remain high. Depreciation would 
have been above normal in the period 
of high prices and would fall back to 
normal when prices went down again. 

One way around this difficulty is to 
limit depreciation to 100 per cent of 
historic cost, and this has been sug- 
gested by some. But in my opinion 
this shifts the whole adjustment away 
from the concept of replacement-cost 
depreciation. In effect, such a position 
implies that current costs should be 
charged against current revenues only 
as long as sufficient historic costs are 
available to continue the charge. But 
when historic costs are exhausted, no 
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further charges are allowed. In effect, 
this modification is a method of altering 
the spreading of given historic costs 
and not one of adjusting for higher re- 
placement costs. It is thus a form of 
accelerated depreciation, and should be 
judged by standards quite different 
from those applicable to replacement- 
cost depreciation. The logic behind ac- 
celerating depreciation on the basis of 
higher replacement costs is not clear. 


Some of the problems connected with 
a workable system of adjusting depre- 
ciation for price-level changes have 
just been mentioned. A complete 
analysis would constitute a separate 
study at least as long as the present 
one. No detailed plan for an adjust- 
ment for higher replacement costs has 
come to my attention, but proponents 
of the adjustment should work out such 
a plan. For even if a change were gen- 
erally acceptable in principle, methods 
of implementing the plan might be so 
defective as to justify its rejection. 

But let us return to matters of prin- 
ciple, and assume an ideal plan is in- 
augurated. To the extent there are 
imperfections, the following remarks 
on equity and economic considerations 
would apply with greater or less force, 
depending on the direction of the errors 
in the system. 


Equity Implications of Proposals 


If price changes had an equal effect 
on all assets and incomes, no one’s eco- 
nomic position would be changed. We 
would merely have to get used to larger 
or smaller dollar figures in the conduct 
of our affairs. Unfortunately, infla- 
tion and deflation in the real world are 
not neutral in this way. They bring 
about a capricious redistribution of in- 
come, depending on the assets held by 
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the individual or firm and the type of 
income earned. It is this haphazardness 
which lies at the root of the equity 
problem. 

Consider, for example, an abrupt 
doubling of all prices as between two 
years to a new permanent level. Sup- 
pose one firm replaces assets in the first 
year, but the other firm does not find 
replacement necessary until the second 
year. By purchasing the assets in the 
first year the first firm has been able 
to ride up with the inflation. By the 
conversion of financial assets ® into de- 
preciable assets, it has achieved an in- 
crease in its net worth measured in 
money terms and has, to this extent, 
maintained its net worth in real terms. 
The second firm, however, while main- 
taining its net worth in money terms, 
has suffered a decrease in net worth in 
real terms by holding financial assets 
rather than nonfinancial assets when 
prices rose. 


Let us go one step further. The first 
firm will show larger current profits 
than the second if it charges depreci- 
ation on historic costs. By the time 
the asset has been used up, the money 
increase in net worth, previously men- 
tioned, will have been fully exhibited 
in the firm’s accounts. If, however, 
the first firm recorded the increase in 
net worth immediately, the current 
profits of the two firms would be the 
same. But notice that there has been 
a gain in (real) net worth by one firm 
relative to the other, whether the gain 
is recorded immediately or spread out 


8“ Financial assets” will refer to the type of 
asset fixed in money terms, e.g. cash, notes and 
accounts receivable, and bonds. The term “ non- 
financial assets” will refer principally to depreciable 
assets and inventories, assets whose value can fluc- 
tuate with prices. 
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through time. True, if all facts were 
recorded, both firms should show the 
same profits from operations, but the 
first firm would have an additional gain 
attributable to the price-level change— 
a speculative profit, if you like. 
Under present tax law the first firm 
would pay taxes both on its “true” 
operating profits and on these spec- 
ulative profits—regardless of whether 
it used up the cheap assets in operations 
or sold them and thus realized a capital 
gain. The second firm would pay 
lower taxes because of the higher de- 
preciation base. Because of this differ- 
ence in tax liabilities, one commentator 
has taken the position that the firm 
with cheap assets is actually worse off 
than the firm that was forced to pur- 
chase its assets at inflated prices.’ 
This peculiar conclusion is reached 
solely by ignoring the fact that the 
second firm had to make a greater out- 
lay to earn revenues equivalent to those 
of the first firm. If the second firm 
were actually better off, net of taxes, 
because of the purchase of high-priced 
assets, the first firm “ suffering” with 
its economy purchase could improve its 
position by selling its cheap assets, say 
only at book value, and buying new, 
high-priced ones. That no manager 
in his right mind would take this step 


9 Since the capital-gains rate for corporations (25 
per cent) is little different than the income-tax rate 
(38 per cent) we can treat both these cases as sub- 
stantially equivalent in tax consequences. This 
question will be considered later. 


10* Although this type of capital levy is, in 
effect, made against fixed monetary obligations and 
against other property transactions, it does not re- 
duce or mitigate the undesirability of discriminating 
against the owners of cheaper machinery bought at 
an earlier date in favor of owners of expensive 
machinery purchased at the present time or recently.” 
Maurice E. Peloubet, “ Depreciation and the Price 
Level — Third Affirmative,” Accounting Review, 
XXIII (April, 1948), 125. Italics added. 
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seems sufficient indication that the ad- 
duced result is wrong. And the error 
stems from ignoring the appreciation 
in money net worth which accrues to 
the firm with the cheap assets. 

Thus, while both firms must ulti- 
mately replace assets at existing high 
price levels, the one with relatively 
more assets purchased at lower prices 
will be the better off. While its real 
net worth may shrink by the amount 
of taxes on speculative profits, there 
will be a smaller shrinkage than for the 
firm with fewer assets purchased at the 
old price level. Each year’s postpone- 
ment of replacement at the new price 
level means larger profits and resources 
to assist in the purchase of the new asset. 
The longer replacement can be post- 
poned, the larger is the addition to the 
firm’s resources. And so long as taxes 
are less than 100 per cent, as they 
clearly are, there will be differences be- 
tween firms, depending on the age of 
their assets and the extent to which 
they held financial as opposed to non- 
financial assets when the inflation began. 
Imposing a tax on the gains arising out 
of the increase in the price of depre- 
ciable assets evens up the differential 
impact of inflation more than would 
elimination of such gains from the tax 
base. Depreciation based on replace- 
ment cost would amount to an exemp- 
tion of these gains from tax. 

In my opinion such an exemption 
would be unfortunate from an equity 
viewpoint, because it would increase 
rather than reduce the haphazard inter- 
firm impact of price level gains and 
losses. The question is, of course, in- 
timately tied up with one’s attitude 
towards the legitimacy of taxing real- 
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ized capital gains that are connected 
solely with increases in the price level. 
If one were vigorously opposed to the 
imposition of taxes on gains which do 
not represent increases in real net 
worth, proposals should be supported 
that would restate all net worth in real 
terms. It would not seem fair to limit 
the adjustment to depreciable assets. 
Under the broader approach, taxable 
income would no longer represent an 
increase in money net worth, but an 
increase in real net worth; and losses 
for tax purposes could then arise even 
though money profits were positive. 
Thus, if a firm held financial assets 
over a period of inflation, the resulting 
decrease in real net worth might more 
than wipe out the earnings on these 
assets. If net worth were restated in 
this way the difference in tax between 
firms with cheap assets and those with 
dear ones would still be about the same 
as on the historic-cost basis. This re- 
sult would certainly not justify the 
basic complexities of the adjustment. 
There still remains a middle ground. 
Corporations selling assets at the present 
time realize the speculative gain from 
increased price levels at once. This 
gain would, under most circumstances, § 
be treated as a capital gain for tax pur- 
poses and be taxed at a 25 per cent 
rather than a 38 per cent rate. It 
could be proposed that the current 
profits attributable to changes in the 
price level of depreciable assets be taxed 
at capital-gain rather than income-tax 
rates. : 
“Two comments may be made con- 
cerning such a proposal. First, al- 
though apparently placing firms retain- 
ing assets on a par with those selling 
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assets, this parity is achieved, in my 
view, by moving in the wrong direction. 
Parity could also be achieved by ex- 
cluding depreciable assets from special 
capital-gains treatment, and I believe 
that there is more to be said for moving 
in this direction than in the other.” 
Second, it is doubtful if there would 
be much desire on anyone’s part to go 
through the mechanics involved to 
achieve only a relatively small reduction 
in the rate of tax on these profits. 

So far as equity is concerned, there- 
fore, I would not favor adjusting de- 
preciation for price-level changes, since 
the adjustment would change the tax 
system to one which ignored substan- 
tial changes in the economic status of 
business firms. This position would be 
even more persuasive if the argument 
ran in terms of a decrease in the price- 
level which, under the logic of these 
proposals, would necessitate reductions 
in the amount of depreciation deduc- 
tible for tax purposes.’* It is hard to 
believe that a decrease in price level of 
equal or even greater magnitude than 
the present increase would have elicited 
the controversy presently raging over 
adjustments in depreciation for price- 
level changes, or the present proposals 
for changes in tax policy. 


11 This statement raises complex issues which can- 
not be discussed here. For corporations, particularly, 
the separation and special treatment of price-level 
gains arising on some types of assets from those on 
others seems inappropriate. Moreover, many “ gains ” 
and “losses” from sales of depreciable assets are 
nothing more nor less than corrections of earlier 
estimates of depreciation. 


12In 1933, a subcommittee of the Committee on 
Ways and Means proposed an arbitrary reduction 
by 25 per cent of depreciation and depletion. This 
change was opposed by taxpayers as well as the 
Treasury. In view of the decline in the price level 
at that time, should the adjustment have been 
favored if the subcommittee had only given the 
“right” reason? 
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Some Economic Consequences of the 
Additional Depreciation Allowance 


The types of economic consequences 
considered will be of two kinds— 
those concerned with the present eco- 
nomic situation, and those associated 
with longer run considerations, such as 
the flow of investment and the com- 
petitive structure. 

Effects on Present Inflationary Pres- 
sures.—Additional depreciation allow- 
ances for tax purposes, (assuming that 
they did not result in a change in 
prices**) would reduce tax payments 
and increase the working capital of 
firms. These additional funds might 
be used in a noninflationary way, e.g., 
for repayment of debt or the building 
up of cash balances, or the funds might 
add to inflationary pressures if used to 
finance accumulation of inventories 
and capital goods, or for increased divi- 
dend disbursements which would swell 
stockholders’ disposable income and 
thus have some effect on consumption 
expenditures. At one extreme, firms 
whose investment is not limited by 
availability of funds, internal and 
external, would be apt to increase 
dividends, or repay debt if dividends 


13 This assumption may be questioned but in what 
direction it should be changed is perplexing. It is 
doubtful if prices would be reduced as a result of 
the tax adjustment. Much of the present argument 
in favor of the adjustment is in terms of working- 
capital shortages. Price reductions would leave the ' 
working-capital position of the firm unchanged 
(assuming no physical expansion of sales). More- 
over, firms showing 60 per cent of the allowance in 
their own records could increase it to 100 per cent, 
and their profits would remain unaffected. On the 
other hand, should prices be raised because of the 
additional depreciation allowed (less tax), firms 
would have to recognize possible adverse effects on 
wage adjustments and public opinion. On balance, 
the assumption of no price change seems to be a 
good first approximation. 
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appeared adequate. Their purchase of 
nonfinancial assets would be little af- 
fected by additional funds. In con- 
trast, firms with limited resources would 
be more apt to expand their purchases 
of inventories and capital goods. It 
would seem very likely that at least 
some of these reduced taxes would 
splash over into increased demand for 
goods. Because supplies of goods are 
presently limited by physical capacity 
and labor force, added demand would 
increase inflationary pressures and raise 
prices. 

One possible offset to this inflationary 
effect should be noted. If depreciation 
charges for tax purposes were increased, 
depreciation as shown on the books of 
many firms which had not made pro- 
vision for higher replacement costs 
would also be raised. For these firms, 
net profits after taxes would be smaller 
than they would be without the ad- 
justment. This reduction in profits 
after taxes, it may be argued, would 
blunt business optimism and expansive 
tendencies, decreasing demand for cap- 
ital goods and inventories and reducing 
dividends. For two reasons, not too 
much should be counted on from this 
offset. First, many important firms 
now show increased depreciation in 
their own accounts, so that their net 
profits after taxes as shown on their 
books might actually increase.* Sec- 
ond, wide publicity has been given to 
the inadequacy of present depreciation 
charges. While business accounts may 
not record the details, a good portion 


14Some firms reserve only (about) 60 per cent 
of excess of replacement-cost depreciation over his- 
toric-cost depreciation. Since taxes take nearly 40 
per cent of the profits, the additional charge brings 
net profits after taxes down to what they believe 
to be the correct amount. The net profits after 
tax of these firms would not change. 
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of business management is discounting, 
at least to some degree, present profit 
levels in the decisions it makes. 

If tax rates on corporation were ad- 
justed to compensate for the loss in 
revenue, some of the inflationary pres- 
sures resulting from the change in de- 
preciation allowances might be reduced 
or eliminated. With higher rates of 
tax on a smaller tax base, marginal 
business decisions may be changed. 
Each additional dollar of income a firm 
could earn would be taxed at a higher 
rate than at present, and the firm might 
try less hard to earn the additional 
dollar. Current output might be ad- 
versely affected through reductions in 
marginal operations or through a reduc- 
tion in planned output expansion. The 
incentive to invest in inventories and 
capital goods might decrease. Finally, 
higher marginal rates of tax might in- 
duce some cost laxity, since the effect 
on profits would be smaller than under 
lower tax rates. 

Some of these consequences would be 
inflationary and others deflationary. 
Each dollar of decreased current output 
would increase the gap between demand 
for goods and services and the supply 
of them. Spending would not be re- 
duced in an amount equal to the reduc- 
tion in output as long as the marginal 
propensity to consume is less than one. 
If, on the other hand, the costs of pro- 
ducing a given output increased, the 
redistribution of income from retained 
business income and taxes to income 
recipients would probably also induce 
additional spending and increase infla- 
tionary pressures. 

How these tendencies balance out is 
difficult to say in advance. Certainly 
the inflationary pressure would be less 
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than if tax rates were not raised. But 
it can be doubted that many votes 
would be garnered for the depreciation 
proposal if offsetting additional taxes 
were tied up with it. 

Effects on Business Structure and In- 
vestment. — Although the inflationary 
impact of a program of replacement- 
cost depreciation is disadvantageous, are 
there longer run benefits to be achieved 
by the program? For example, many 
statements on this problem have em- 
phasized the erosion of real capital that 
may take place through the taxation 
of, what have been termed in this 
paper, speculative profits. Others are 
worried about the competitive position 
of various firms as affected by the ab- 
sence of a provision for replacement- 
cost depreciation. 

Long-Run Investment.—We have al- 
ready noticed that the tax base at pres- 
ent includes the increase in net worth 
resulting from higher replacement costs 
of depreciable assets. These speculative 
profits plus historic-cost depreciation 
are inadequate to replace the asset, since 
the former are reduced by taxes. If 
the firm wishes to depend solely on in- 
ternal resources without liquidation of 
other assets, it must dip into funds 
destined for stockholders. By reducing 
dividends, the firm can increase its net 
worth to reflect, gradually, the higher 
price level of the capital assets. Given 
a sufficiently large price rise, and a 
necessary immediate replacement of 
assets, it is conceivable that internal re- 
sources (roughly profits after taxes) 
would be inadequate for the job. Real 
capital could be maintained only by 
going outside for funds. While this 
additional investment might be a per- 
fectly sound proposition in the sense 
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that future net receipts would justify 
the investment, some firms might be re- 
luctant to seek outside capital for 
replacement and others might find 
themselves unable to secure outside 
funds. Under these circumstances, 
firms would gradually diminish their 
real capital investments. 

We have certainly not reached this 
state of affairs as yet in the United 
States, if the corporate community is 
viewed as a whole. Subtracting from 
1947 corporate profits before taxes 
the portion attributable to inventory 
profits, we find that the balance 
amounted to $25 billion. Dividends 
were increased to $7 billion in that year 
and taxes took $12 billion. This 
leaves retained profits after inventory 
profits of $6 billion.** Historic-cost 
depreciation was in the neighborhood of 
$4 billion in that year. If it were in- 
creased by $2 billion, ** retained corpo- 
rate profits (after deducting inventory 
profits) would cover this added amount 
and still leave an amount available for 
physical expansion of plant and inven- 
tories. These data would be more in- 
formative if they could be segregated 
by industry. Undoubtedly industry 
differences of some significance would 
be found. But the general picture is not 
one of declining physical investment. 

Structural Relationship of Firms.— 
Though we may have no erosion of real 
capital in general, may we not find 
differential impacts as between firms 
which may imply certain future struc- 
tural problems? Take, first, the case 


15 Data are from U.S. Department of Commerce, 
Survey of Current Business, July, 1948, pp. 20-21. 

16 Terborgh, op. cit., p. 6, makes an estimate of 
at least $1.5 billion as the excess of current-replace- 
ment over historic-cost depreciation for corporations 
alone. 
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of the company with ready access to 
outside capital. In principle, this type 
of enterprise need suffer no diminution 
in its relative position, because it can 
call on outside funds to build up its 
capital to whatever extent necessary. 
Though management might not like to 
have to call on outside funds, the firm 
faces no insurmountable difficulty. 


Consider the case of the firm without 
access to outside capital and hence de- 
pendent solely on internal resources. 
Will not its position be worsened unless 
a tax provision is made for replacement- 
cost depreciation? The answer would 
probably be in the affirmative, if depre- 
ciable assets were available in unlimited 
quantities at existing prices. But, as 
was suggested in the preceding section 
on inflation, at the present time the 
supply of investment goods is extremely 
inelastic—practically fixed in amount. 
Hence, to the extent that reduced taxes 
attributable to added depreciation al- 
lowances resulted in additional capital 
outlays, the principal effect would be 
higher prices of capital goods. Al- 
though the firm would have more funds 
to spend, they would be absorbed large- 
ly by the higher capital-goods prices it 
would have to pay. Its position would 
be virtually unchanged relative to its 
competitor with outside funds available 
for investment.”” 


And what of the firm beginning 
operations for the first time? These 
firms are of crucial importance in a 


17 One qualification may be noted. Given dif- 
ferent desires by firms for depreciable assets, some 
might be priced out of the market. If those with 
limited funds have a greater desire than those with 
unlimited funds, some shifting in the acquisition of 
assets would take place. Those priced out of the 
market would also have to be unable to secure 
higher prices for the goods they sell to cover these 
higher capital costs. 
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competitive system. Impeding their 
ability to come into existence may in 
time have a seriously damaging effect 
on the competitive fabric. By defini- 
tion, these firms must secure the bulk 
of their funds from sources external to 
the firm. While the existing firm can 
rely on retained income, at least in part, 
the new firm must depend on other 
sources, one of which is personal savings 
of individuals. How have personal 
savings behaved relative to retained 
corporate profits? 

In this period of inflation there has 
been an expansion of retained corpo- 
rate profits (after deducting inventory 
profits). In 1945 and 1946 they 
amounted to nearly $4 billion, in 1947 
to $6 billion, and in the first half of 
1948 they were estimated to be at an 
annual rate of over $7 billion.’ Al- 
though these net retained earnings may 
be required to finance inventories and 
capital assets at higher prices, the new 
firm has no such resources. In con- 
trast, personal savings have not risen 
over this period; they were $12 billion 
in 1946, $9 billion in 1947, and an 
estimated rate of $12 billion in the first 
half of 1948.7 The point here is that 
personal savings have remained about 
the same, despite the increased capital 
requirements of a new business enter- 
prise. The allowance of additional de- 
preciation based on replacement cost 
would reduce the position of personal 
savings relative to corporate savings. 
To some degree the position of the new 


18 Data are from U.S. Department of Commerce, 
Survey of Current Business, July, 1948, pp. 20-21 
and Midyear Economic Report of the President, July, 
1948, p. 55. 


19 Data are from U.S. Department of Commerce, 
Survey of Current Business, July, 1948, p. 16 and 
Midyear Economic Report of the President, July, 
1948, p. 54. 
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firm would be worsened through its 
failure to share, directly or indirectly, 
in the additional resources made avail- 
able through the proposed revision in 
tax policy. 

On balance, therefore, it would ap- 
pear that the proposed depreciation 
allowances would not improve the in- 
dustrial structure but, in fact, might 
make matters worse by making the 
entry of new firms relatively harder. 


Conclusion 


Regardless of the merits or demerits 
of adjusting depreciation for price-level 
changes in the records of an individual 
firm, a change from the present tax 
policy of historic-cost depreciation 
would not, as yet, appear to be wise. 
Even if we could fully settle the ap- 
palling complications of the adjustment 
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in a satisfactory way, disadvantages in 
principle would attach to the proposal. 

From an equity viewpoint it would 
increase the capricious differences be- 
tween firms attributable to price-level 
changes. From an economic point of 
view it would increase present infla- 
tionary pressures. Failure to make 
such allowances is not, as yet, causing 
any general decrease in real business 
plant and equipment nor decreased 
dividends to the owners of business. 
Finally, such depreciation allowances 
would not improve the industrial struc- 
ture to any significant degree, primarily 
because the real position of the firm 
with no outside financial resources 
would be little improved relative to the 
firm with unlimited outside financial 
resources, and because the entering 
firm’s command over resources would 
be relatively weaker. 











APPLICATION OF THE LIFO INVENTORY METHOD 
TO INCOME TAX DEPRECIATION FOR PUBLIC 
UTILITIES * 


J. W. BALET f 


e taes EFFECT of present high prices 
as reflected in corporate income 
statements has become a subject of 
general discussion. It is frequently 
contended that income set forth in 
monetary terms is overstated and is 
substantially higher than the correct 
economic income. One of the principal 
causes of income overstatement is 
ascribed to insufficient provision for 
depreciation. The argument is ad- 
vanced that depreciation based, as it 
now generally is, on historical cost does 
not provide for the replacement of cap- 
ital assets at current high prices. To 
correct this situation, various proposals 
have been made that depreciation be 
computed on the replacement value of 
capital assets rather than on historical 
cost. 


There has been some advocacy of re- 
placement value as a basis for income 
tax depreciation. However, the long 
time statutory sanction of the cost 
convention raises serious doubts that a 
change to replacement value would be 


* A paper presented before a joint meeting of the 
Accounting Section, American Gas Association 
(Chairman L. E. Reynolds, Connecticut Light and 
Power Company, Hartford, Connecticut), and the 
Taxation Accounting Committee, American Gas As- 
sociation (Chairman, Frank Freer, Jr., of the Public 
Service Electric and Gas Company, Newark, New 
Jersey), Atlantic City, New Jersey, October 5, 1948, 


t The author is a member of the Tax Department 
of Consolidated Edison Company of New York, Inc. 


accepted by the Congress, particularly 
if it involved a substantial loss of reve- 
nue. For this and other reasons, various 
suggestions have been made that the 
present depreciation policy of the 
Bureau of Internal Revenue be revised 
by legislative enactment without chang- 
ing the cost basis on which depreciation 
is now computed. The objective of 
most of these suggestions is to increase 
current depreciation allowances. 

One of the suggested revisions of 
depreciation is the application of the 
last-in first-out, or LIFO method of in- 
ventory valuation to income tax de- 
preciation. The inventories to which 
LIFO may now be applied are analogous 
to that known as Materials and Supplies 
in the utility industry. Included in 
Materials and Supplies are such inven- 
tory items as coal and oil that are used 
in current operations. These inven- 
tories consist of assets that turn over 
rapidly, the period of turnover fre- 
quently being measured in months. 
The type of assets which would be in- 
volved in the application of LIFO to 
depreciation is depreciable property 
which turns over slowly, the period of 
turnover being measured in _ years. 
However, before discussing LIFO as ap- 
plied to depreciation, some consideration 
must be given to the LIFO inventory 
method, especially to those features that 
affect income tax treatment. 
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LIFO Inventory Method 


The LIFO method assumes that the 
goods last purchased are first sold, and 
the goods remaining in an inventory 
are those first purchased. The original 
concept of LIFO was based on the flow 
of goods where, for example, lumber, 
ore, steel, or other material is added to 
and taken from the top of the storage 
pile. Now, LIFO is generally consid- 
ered as a method of matching current 
costs with current revenue so that the 
cost of goods sold may more quickly 
be brought up to a higher price level. 
The effect of LIFO as compared with 
first-in first-out, or FIFO, is to de- 
crease taxable income during a period of 
rising prices by increasing the cost of 
goods sold; and, vice versa, income is 
increased when prices are declining. In 
making a comparison of LIFO with 
first-in first-out, it should be realized 
that a first-in first-out inventory may 
be valued by one of several pricing 
methods, such as cost or market which- 
ever is lower, average cost, etc., and that 
the inventory may be taken on an an- 
nual or perpetual basis. 

LIFO for inventory purposes was 
first made available to all taxpayers 
through the Revenue Act of 1939. 
However, certain conditions are im- 
posed on the taxpayer’s election to use 
LIFO. One of these conditions is that 
the inventory must be taken at cost, 
regardless of market value. Goods in 
the opening inventory of the taxable 
year for which the method is first used 
must be considered as having been 
acquired at the same time and must be 
valued at the average cost of all units 
in the inventory. Also, the taxpayer 
must not use an inventory method 


other than LIFO in reports to stock- 
holders, or for determining income for 
credit purposes. Finally, the LIFO 
method, once adopted, must be adhered 
to in all subsequent taxable years un- 
less a change to a different method is 
approved by the Commissioner of In- 
ternal Revenue. 

Under the conditions imposed by the 
Internal Revenue Code and Regulations, 
no deviation from the cost convention 
is permitted where LIFO is used. 
Furthermore, a taxpayer is not given 
the advantage of hindsight when he 
elects to use LIFO. And once having 
received the benefit of LIFO during a 
period of rising prices, a taxpayer must 
suffer its penalties when prices are de- 
clining. 

The Revenue Act of 1942 amended 
the Code for taxpayers using LIFO to 
give relief from the consequences of 
involuntary liquidations of inventories 
during the war years. At the election 
of the taxpayer, the taxable income for 
the year in which the involuntary 
liquidation occurred may be decreased 
by an amount equal to the excess of 
the replacement cost of the liquidated 
inventory over its actual cost. Con- 
versely, if the replacerment is below the 
actual cost, the taxable income must be 
increased by an amount equal to the 
excess of actual cost over the replace- 
ment cost. The relief afforded by this 
section is not operative unless the 
liquidated inventory is actually replaced 
within three years after the end of the 
war, and the election, once made, be- 
comes irrevocable. Further, the closing 
inventory for the year of replacement 
must include the goods replaced at the 
same cost as the goods liquidated. At- 
tention is directed to this section of the 
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Code because it has become the basis of 
one of the specific proposals for apply- 
ing LIFO to depreciation. 


LIFO Applied to Depreciable Assets 


To conceive of LIFO as applied to 
depreciation, it is necessary to think of 
depreciable property as a long-term in- 
ventory which will ultimately become 
part of the cost of goods sold. Addi- 
tions to depreciable property are then 
similar to merchandise bought for 
manufacture and sale. And the part 
of the cost of goods sold that represents 
depreciable property is the opening in- 
ventory, plus the additions during the 
year, less the closing inventory. How- 
ever, there is this difference in the case 
of depreciable property—the cost of 
goods sold is not charged directly 
against gross income. 

Most utility plant accounts are sup- 
ported by continuing or other detailed 
property records. These records, which 
in many Cases start with an inventory 
of the property, are carried forward 
year after year by adding the cost of 
the property brought into service dur- 
ing the year and retiring the property 
taken out of service. Actually, the re- 
tirements are the difference between the 
opening plant investment plus the addi- 
tions, and the closing plant investment. 
Under the inventory concept, the re- 
tirements are the part of the goods sold 
that represents depreciable property. 
The application of LIFO to the prop- 
erty investment would require that 
original cost be abandoned and property 
retirements be priced at the cost of the 
last additions, which would be approx- 
imately the current cost of replace- 
ments. 





[ VoL. I 


Practical Problems 

Pricing of Retirements.—The pricing 
of retirements at replacement cost pre- 
sents some difficult practical problems. 
Where retired property is immediately 
replaced with property of like kind, the 
pricing might be relatively easy, or 
where property is retired and not re- 
placed, original cost might be used. 
But where retired property is replaced 
with dissimilar property, the selection 
among several possible pricing methods 
would present hard choices. To men- 
tion a few: (1) Should retirements be 
priced at reproduction cost new? (2) 
Should they be priced at replacement 
cost of unlike units adjusted for dif- 
ferences in capacity or size? or (3) 
Should they be priced at original cost, 
adjusted for rises in the general price 
level? The majority of property re- 
tired by a utility is replaced by dis- 
similar property, and reflection on a few 
examples quickly indicates how difficult 
the pricing problem could be. Several 
small vertical turbo generator units are 
replaced with a single large unit; small 
obsolete meters are replaced with larger 
meters; a direct current distribution 
system is replaced with an alternating 
current network. These few examples 
confirm what is generally apparent— 
that the long life and rapid technologi- 
cal improvement of most utility prop- 
erty complicate the replacement pricing 
of property units first installed many 
years before. 

Note was previously made that the 
election to use LIFO for inventory pur- 
poses required that the goods in the 
opening inventory be considered as 
having been acquired at the same time 
and that they must be valued at the 
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average cost of all units in the inven- 
tory. Were the acceptance of a similar 
condition required for the application 
of LIFO to depreciation, pricing at re- 
placement cost would be rendered still 
more complex for many utilities. A 
utility with its property records now 
established on an original cost by year 
of installation basis would be required 
to place all costs on an average basis. 
For Inside Plant, particularly, the util- 
ity would be involved in attempts to 
average costs of dissimilar units. 


Recording of Retirements.—Let us 
assume, however, that a reasonably sat- 
isfactory procedure has been established 
for the replacement pricing of property 
retired. The next problem would be 
how and where to record the retire- 
ments. Most regulatory authorities 
direct that utility plant accounts record 
original cost. Continued insistence on 
this requirement would mean that in- 
come tax retirements would have to be 
recorded in auxiliary records. Such 
auxiliary records would have to include 
the detailed data and computation 
necessary to transform the original or 
average cost used in the present plant 
accounts to the replacement cost to be 
used for income tax purposes. It can 
readily be imagined that the auxiliary 
records would be voluminous, complex, 
and costly to maintain. 


Methods of Giving Effect to LIFO.— 
After the pricing and recording prob- 
lems are solved, it must be decided how 
to give effect to LIFO property retire- 
ments. LIFO as applied to income tax 
depreciation can either include the ef- 
fect of LIFO retirements directly in the 
depreciation deduction, or as a separate 
item of deduction. The incorporation 
of LIFO directly into depreciation, 
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which involves the accrual of a depre- 
ciation reserve, will be discussed first. 

Inventories which are an income de- 
termining factor, whether valued by 
LIFO or other means, are brought into 
taxable income through the cost of 
goods sold. As previously noted, the 
cost of goods sold is obtained by taking 
the difference between the inventory at 
the beginning of the year, plus the 
goods bought for manufacture or sale 
during the year, less the inventory at 
the end of the year. Thus, the with- 
drawals or retirements of inventory are 
in effect charged directly against in- 
come. This is not the case with utility 
property retirements which, for depre- 
ciation purposes, are usually charged 
to the depreciation reserve and do not 
enter directly into the depreciation ex- 
pense deduction. 

The purpose of income tax depre- 
ciation is to permit an annual deduc- 
tion from gross income for the ratable 
recovery of the cost or other basis of 
property subject to exhaustion, wear 
and tear, and obsolescence, over its use- 
ful life. Depreciation may be com- 
puted either by applying a depreciation 
rate, usually expressed as a percentage, 
to the cost or other basis, or by divid- 
ing the unrecovered cost or other basis 
by the remaining useful life. In both 
computations, retirement of property 
reduces the depreciation deduction by 
an amount equal to the product of the 
depreciation rate and the retirements. 
If LIFO is adopted and the retirements 
are increased in amount, the depreci- 
ation deduction will be decreased if no 
further change is made in the computa- 
tions. Obviously, this is not the ex- 
pected result of the application of LIFO 
to depreciation. 


Consequently, if the benefits of LIFO 
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are to be included directly in the depre- 
ciation deduction it is necessary to re- 
vise either the depreciation rate or the 
useful life. One of the suggested 
methods of giving effect to LIFO is to 
increase the depreciation rate in pro- 
portion to the percentage increase in 
LIFO retirements over original cost re- 
tirements. As an alternative, a revised 
depreciation rate might be computed 
through the use of retirement ratios 
developed from LIFO retirements. In 
either case, the current depreciation de- 
ductions would be substantially in- 
creased because LIFO retirements would 
be much larger than original cost re- 
tirements. As future retirements come 
to include newer property installed at 
higher prices, the spread between LIFO 
and original cost would shrink. The 
net result, however, would be that the 
portion of total property cost recovered 
in the early years would be larger than 
depreciation based on original cost re- 
tirements. Unless prices were to de- 
cline, the property would be fully de- 
preciated some time before the end of 
remaining life and no depreciation 
would then be allowed even though the 
property continued in use. 

Increase in deductions in proportion 
to the increase in retirements or retire- 
ment ratios is subject to the further 
objection that it assumes the amount of 
the depreciation deduction is directly 
related to the amount of current re- 
tirements. Current retirements are one 
of the factors in determining the 
amount of annual depreciation, but it 
is doubtful if there is any significant 
direct relation in most cases. 

The second method of introducing 
LIFO directly into the depreciation de- 
duction involves the method of spread- 
ing the unrecovered cost over the re- 
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maining useful life. In this case, the 
remaining useful life would be decreased 
to take LIFO into account. A simple 
example will illustrate how this could 
be done. Assume a group of depreci- 
able property composed of two units 
with a service life of 30 years each. 
The first unit has an original cost of 
$15 and a remaining life of 10 years. 
The second unit has an original cost of 
$30 and a remaining life of 25 years. 
Further, $15 of allowed depreciation 
has been accrued against the two units 
so that the unrecovered cost of the 
group is $30 or the difference between 
the total original cost and the $15 
accrued depreciation. With original 
cost pricing, the average remaining life 
of the group is 20 years and the an- 
nual depreciation is $1.50, or the un- 
recovered cost of $30 divided by 20 
years. Under LIFO, the remaining 
life would become 15 years, and the 
annual depreciation would be $2 or the 
unrecovered cost divided by 15 years. 

Although the second unit cost twice 
as much as the first, the depreciation 
under LIFO is increased only one-third 
under the second method. The one- 
third mark-up in depreciation will con- 
tinue until the first unit is retired at 
the end of 10 years. After that time 
the annual depreciation will be one- 
third less than it would have been had 
original cost been used throughout. 
The method results in accruing depreci- 
ation at all times throughout the life 
of the property. To this extent it is 
more in accord with the present con- 
cept of computing depreciation over the 
entire life of the property than is the 
first method of increasing depreciation 
in proportion to retirements. How- 
ever, it will not increase the present de- 
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preciation deductions by as large an 
amount as the first method. 

This simple example illustrates the 
effect of introducing LIFO into depre- 
ciation through a revision of the re- 
maining life. However, we should not 
be misled into thinking that the actual 
application of LIFO to a grouped utility 
property would be equally simple. On 
the contrary, it would require such 
arbitrary assumptions and complex 
computations that an equally sound and 
practical answer might be obtained by 
revising remaining life by the exercise 
of judgment. In the latter case, there 
would be no point in using LIFO. 

The two methods of introducing 
LIFO directly into the depreciation de- 
duction, which were chosen to illustrate 
the basis on which the computations 
might be made, do not exhaust all pos- 
sibilities. But consideration of the two 
methods does indicate that the compu- 
tation of depreciation through LIFO 
gives rise to problems almost as difficult 
of solution as the pricing and record- 
ing of retirements under LIFO. 

Another possible method of applying 
LIFO to depreciation would be through 
a deduction separate from the depreci- 
ation allowance. This approach relies 
for its theoretical support on the Code 
section allowing relief from involuntary 
liquidation of LIFO inventories. It 
will be recalled that if an inventory is 
liquidated and replaced at higher prices, 
net income may be decreased by the ex- 
cess of replacement over actual cost. 
The suggestion has been made that simi- 
lar relief be granted for capital assets 
and in the event that property was re- 
tired and replaced, the excess of replace- 
ment cost over actual cost would be- 
come an adjustment of net income. 
Presumably, depreciation would con- 
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tinue to be based on actual cost of the 
property and remain almost undis- 
turbed. 

The involuntary liquidation relief 
section provides that the closing inven- 
tory for the year of replacement must 
include the goods purchased as replace- 
ment at the same cost basis as the goods 
liquidated. Were a similar condition 
established for capital assets, the basis 
of the new property would be the cost 
of the old property retired and replaced. 
Such a provision would reduce the de- 
preciable base and, in turn, reduce 
future depreciation deductions. But 
the immediate effect of the liquidated 
inventory method would be to increase 
income tax deduction by an amount 
dependent on the amount of retirements 
and the excess of replacement over 
actual cost. 

The liquidated inventory method 
would not solve the problems of pricing 
and recording retirements which were 
discussed earlier. Furthermore, its ef- 
fect is to split the depreciation deduc- 
tion into two parts, the first of which 
is a provision for normal depreciation 
and the second a provision for retire- 
ment losses. The retirement loss part 
is, of course, the excess of replacement 
over retirement. It is many years since 
most utilities changed from retirement 
to depreciation accounting for income 
tax purposes, and a partial reversion to 
retirement accounting would be an 
abrupt change from current trends as 
well as a backward step. 


Advantages and Disadvantages 


The discussion has thus far been 
largely confined to consideration of 
some of the practical problems that 
would arise if LIFO were applied to de- 
preciation. Attention is now directed 
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to the advantages and disadvantages of 
the application of LIFO at different 
price levels. 

The first and possibly most important 
point about LIFO, as presently defined 
by the Internal Revenue Code, is that 
it does not permit a departure from the 
cost convention. Its main effect is to 
allocate the total actual cost in differ- 
ent annual amounts than is the case 
with other methods. For inventories, 
an advantage over the first-in first-out 
method is obtained through LIFO dur- 
ing a period of rising prices by allocat- 
ing more of the cost of the base inven- 
tory to the current year. The base 
inventory referred to here means the 
normal inventory that a business needs 
to carry on its current operations. If 
prices stabilize at a high level, the 
initial advantage gradually disappears 
as the inventory turns over, but so long 
as prices do not decline and a base in- 
ventory is maintained, a penalty is not 
incurred to match the advantages se- 
cured in the past. 


In the application of LIFO to depre- 
ciation, an advantage would be secured 
as prices rise. If prices stabilize at a 
high level, the advantage will not only 
disappear but will gradually give way 
to lower depreciation deductions that 
wiil penalize the taxpayer to the extent 
of any advantage he obtained in the 
past. It should be noted again that 
there is no similar penalty for LIFO 
inventories. The explanation of this 
difference is that depreciable property 
is subject to amortization and inven- 
tories are not. Under Bureau of In- 
ternal Revenue Regulations, the deduc- 
tion for depreciation is the ratable 
amount of unrecovered cost spread over 
the remaining useful life. 
unrecovered cost by larger depreciation 
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deductions in the early years will in- 
evitably lead to smaller deductions in 
later years. 

When prices fall, the LIFO inventory 
penalizes the taxpayer as cost of the 
goods sold is reduced below the similar 
cost from a first-in first-out inventory. 
As previously noted, the conditions im- 
posed on the application of LIFO to 
inventories make it certain that a tax- 
payer once receiving the benefit of 
LIFO must also suffer its possible pen- 
alties. If the restrictions at present en- 
forced for inventory purposes are 
imposed on LIFO for depreciation pur- 
poses, a penalty will be exacted to match 
past benefits if prices decline. In the 
case of LIFO depreciation, the penalty 
will be compounded because smaller un- 
recovered costs of depreciable property 
will remain after a period of rising 
prices has come to an end. 

There is a further factor to be con- 
sidered when measuring the immediate 
advantage of LIFO as applied to depre- 
ciation during a period of rising prices. 
Earlier, in describing LIFO for inven- 
tory purposes, attention was directed to 
the restriction imposed on the election 
to use LIFO, whereby the taxpayer must 
not use an inventory method other than 
LIFO in reports to stockholders or for 
determining income for credit purposes. 
Let us assume that Congress sanctions 
LIFO for depreciation, but imposes a 
restriction that no other method may 
be used in reports and for credit pur- 
poses. Even though the utility indus- 
try should then elect to use LIFO for 
tax purposes, the state commissions 
might not accept the LIFO method for 
regulatory purposes. In that event, 
utilities would be effectively barred 
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taxpayers would be given an immediate 
tax advantage denied to utilities. 

Even though the state commissions 
were to accept LIFO depreciation, the 
use of LIFO might involve undesirable 
consequences. At the present time, the 
annual depreciation charges of electric 
and gas utilities are equal to approx- 
imately half of their net income. If 
LIFO depreciation were to increase 
these depreciation charges, a substantial 
reduction would follow in both electric 
and gas net incomes. Under these con- 
ditions, the decision to use LIFO would 
first involve an acceptance of a drastic 
cut in net income. The other alter- 
native would be to petition for materi- 
ally higher rates solely to cover the in- 
creased depreciation expense. 


Conclusion 


Because LIFO would increase depre- 
ciation deductions at the present time 
and leave smaller amounts of depreci- 
able property costs to be recovered in 
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the future, LIFO has approximately the 
same effect as many of the proposals 
for accelerated depreciation which have 
been made during the past few years. 
Hence, we must give LIFO depreciation 
the same consideration that has been 
given to the anticipated results of ac- 
celerated depreciation, especially with 
respect to the effect on taxable income. 
Depreciation deductions for utilities are 
large amounts, and in some instances 
approach in size the total net taxable 
income. Any proposal that would sub- 
stantially increase depreciation and 
thereby reduce taxable income must 
squarely answer the question: Is it pos- 
sible for utilities and other corporations 
to shift the incidence of taxation away 
from themselves at the present time? 
If the answer to this question is affirm- 
ative, it would seem that a more 
straightforward and less complicated 
approach than LIFO depreciation should 
be developed. 














USING SALES DATA TO MEASURE THE QUALITY 
OF PROPERTY TAX ADMINISTRATION * 


GEORGE W. MITCHELL fT 


N ESSENCE, tax administration con- 
sists in the interpretation, applica- 
tion, and enforcement of statutory rules 
for measuring the tax liability incurred 
by the individual taxpayer. While the 
taxing statutes prescribe the conditions 
of taxability and the measuring devices 
to be used to determine the amount of 
tax, the administrator makes or verifies 
the applications of the general statute to 
specific situations. Tests of the quality 
of his work are needed to appraise not 
only the effectiveness of administra- 
tion but also the practicability of the 
tax itself. How hard or how easy a 
tax is to administer is likely to be a con- 
trovertible opinion unless actual results 
can be compared quantitatively with 
the statutory precept. 

At first glance property tax adminis- 
tration may appear to be largely a 
mechanical, uncomplicated process of 
listing and classifying property, fol- 
lowed by extension, billing, and collec- 
tion procedures. Thus its defects are 
sometimes regarded as mainly due to 
the failure to provide a clerical staff 
and bookkeeping machinery with the 
capacity to handle the requisite volume. 
Inadequate appropriations for the me- 
chanical aspects of the job are typically, 
if not invariably, apparent. But the 


* Adapted from remarks made at the Annual 
Conference of the National Association of Tax Ad- 
ministrators at Toronto, Ontario, July 13, 1948. 


t The author is tax economist at the Federal Re- 
serve Bank of Chicago. 


real challenge to administration—valu- 
ation—requires something more than 
modernization of office procedures and 
timesaving equipment. 


The assessor is charged by law with 


determining the value of each item of | 


taxable personalty and real estate within 
his jurisdiction as of a given date or 
period. To reduce this problem to 
manageable proportions and to avoid 
arbitrariness, he must rely on exhaustive 
schemes of property classification. 

The varieties of property, either real 
or personal, are unlimited. Conse- 
quently, a practicable classification is 
certain to ignore differences in char- 
acteristics having a moderate influence 
on value. Such approximations give 
rise, however, to only slight departures 
from statutory standards. The classi- 


fication technique has another more | 


serious shortcoming. Since the classes 
used are based on such characteristics as 
use, age, type of construction, and loca- 
tion, the conversion of these character- 
istics into dollars of value often gives 
rise to differences in judgment extend- 
ing over a fairly broad range. Thus 
the uniformity standard for properties 
within a single class is attained with 
narrow tolerances, but as between 
classes the possibility of substantial 
divergencies is real, and in practice com- 
monly occurs. These are the areas 
where one would expect to find the 
major flaws in property tax adminis- 
tration, and tests of quality should take 
this hypothesis into account. 
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Inequalities Among Types of Property 


The failure to attain complete uni- 
formity in valuation of property is not 
always significant; its significance de- 
pends upon another aspect of the tax, 
the tax rate. If similarity in the 
treatment of all classes of property is 
sought, uniformity in valuation must 
be coextensive with the uniformity in 
the tax rate. We have become ac- 
customed to an indifference, often ap- 
proaching callousness, toward attempts 
to attain uniformity among classes of 
property. The constitutions of many 
states permit the classification of prop- 
erty in order deliberately to differ- 
entiate in the taxes paid on investment 
in different kinds of property. The 
courts in interpreting the constitutions 
of other states have denied or ignored 
responsibility for maintaining uniform- 
ity among all classes of property by as- 
suming that uniformity is only an in- 
traclass characteristic. 

Any type of classification, whether 
constitutional, judicial, statutory, or ad- 
ministrative, may have the practical 
justification that there are certain types 
of property which cannot be taxed as 
heavily as other types, using the meth- 
ods of assessment and collection that 
prevail in the United States. There 
are also a few instances in which an 
economic justification for differential 
treatment can be demonstrated, e.g., 
natural resource taxation. For prac- 
tical purposes though, classification is 
the rule-making authority saying: “ We 
know by the experience of our tax ad- 
ministrators that a given level of tax- 
ation cannot be enforced against cer- 
tain classes of property. Therefore, 
we will make what we can get from 
these classes a de jure or recognized de 


facto contribution in the interest of 
preserving uniformity within each of 
them.” This kind of rationalization 
has been used to justify the wholesale 
exemption of certain classes of personal 
property and the drastic reduction in 
legal liabilities for other classes and has 
left us with a residual property tax base 
consisting principally of real estate. 
Classification has also been extended to 
real estate. While it is formally lim- 
ited to a few states, including those 
with homestead exemptions, in actual 
practice there is reason for believing 
that many local classification systems 
exist undisturbed by court attack. 


Inequalities Among Areas 


Lack of uniformity in tax rates and 
valuation also has a geographical dimen- 
sion. Many regard such diversity in 
effective tax rates as natural and proper 
because money raised locally is spent 
locally and if the level of taxation in 
a given community is high it is pre- 
sumed that the level of services is also 
high or other taxes are lower. Thus, 
it would seldom be regarded as a cause 
for concern if property tax rates in 
Wisconsin were twice those in Illinois. 

Within a single state, geographical 
nonuniformity in assessments is of vary- 
ing importance. If there is no prop- 
erty tax rate for state government, the 
importance of uniformity from county 
to county is limited to its effect upon 
taxing districts that overlap county 
boundaries and to the treatment of cen- 
trally assessed property and certain 
other incidental fiscal arrangements. 
On the other hand, nonuniformity 
within the area where the greater part 
of the total tax rate is uniformly de- 
termined is of greatest moment because 
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it means that similarly situated tax- 
payers, having the right to identical 
services and with equal taxable re- 
sources under the law, are paying sub- 
stantially dissimilar amounts. 


Methods of Testing for Inequalities 


Nonuniformity in the assessment of 
property can often be readily diagnosed. 
Direct observation may disclose obvious 
incompetence in organization and per- 
sonnel or the use of the assessment office 
for personal or political gain. It is a 
fair inference that the accompanying 
assessments are unequal. However, the 
magnitude of inequalities cannot be 
even approximately ascertained from 
such facts; some device that can be 
used to measure nonuniformity is re- 
quired. 

There are three possible approaches 
to the measurement of nonuniformity; 
all involve the use of statistical tech- 
niques including sampling. The first 
and most common method uses the 
ratios obtained by relating assessed 
values to selling prices for particular 
items of property. Secondly, assess- 
ments may be compared with appraisals 
made by some agency which is not as- 
sociated with the assessment office. 
Thirdly, the assessed values of income 
producing properties may be related to 
their prospective earning capacities as 
indicated by analytical forecasts or 
simply by past earnings records. Each 
of these techniques has its shortcomings, 
and it probably is fair to say that each 
has a definite superiority for certain 
applications. 

Sales data have been most effectively 
employed to test the assessment of the 
more common types of urban and rural 
real estate. The technique is least re- 
liable, if not entirely unavailable, when 
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applied to the assessment of public 
utility property and specialized indus- 
trial improvements that are rarely, if 
ever, bought and sold. 

The appraisal method is subject to 
the judgment biases of the individuals 
who do the appraisal work. It is the 
assessor’s judgment against that of the 
appraiser. The latter, because he can 
concentrate on a limited number of 
properties, will ordinarily be able to do 
a better job. However, testing assess- 
ment by appraisals is a fairly expensive 
procedure, an additional cost which is 
hardly justified for the classes of prop- 
erty that are traded in volume on the 
real estate market. 

The estimation of the value of in- 
come producing property by the dis- 
count of prospective earnings at appro- 
priate rates of interest is useful for 
testing the value of older properties 
and those that can best be valued under 
the “unit” rule. This technique is 
being increasingly employed by assess- 
ment authorities themselves to check, 
if not to replace, the reproduction- 
cost - less - depreciation - and - obsoles- 
cence formulas. 

At the present time, the data most 
generally available and usable for meas- 
uring nonuniformity are the sales 
prices arrived at by negotiations be- 
tween willing buyers and sellers. Facts 
developed from such data have been 
used for several decades by assessors, 
state supervisory agencies, and tax- 
payers. The methods of gathering 
these data and analyzing them have 
been greatly improved; the limiting 
factor on the reliability of results now 
obtainable is the basic assumption that 
bona fide sales can be used to test as- 
sessments. 
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Sales Ratio Analysis 


To get the most out of sales ratio 
studies it is necessary to take into ac- 
count the assessment organization and 
the complexity of the assessment prob- 
lem, in order to identify the areas or 
sectors where nonuniformities are likely 
to arise. For example, disparities will 
usually occur between districts that are 
under the jurisdiction of different as- 
sessors. Since no one person can actu- 
ally appraise the entire area of even a 
small assessment jurisdiction within a 
period of a year, there will be some 
divergencies reflecting differences in in- 
terpretation by deputies of rules laid 
down by the chief assessing officer. 
Comparing the application of the law 
among different assessors’ jurisdictions, 
therefore, not only reflects the natural 
disparities in judgment which are in- 
evitable in different persons’ approach 
to the valuation of a specific parcel, 
even under uniform instructions, but 
also compounds the influence of vary- 
ing rules of valuation. Where uni- 
formity between assessment jurisdic- 
tions is required, larger disparities will 
exist if two or more assessment authori- 
ties are responsible for the assessment. 

A far more significant type of non- 
uniformity is that which arises within 
the jurisdiction of a single assessor. 
This nonuniformity, as indicated earlier, 
is due to the inherent difficulty of valu- 
ation and the frailty of value as a meas- 
ure of tax liability. The problem is 
one of according comparable treatment 
to different classes of property—single 
family homes, apartments, commercial 
structures, industrial property, garages, 
theaters, and so on down through a 
long list of structures reflecting the 
great variety of real estate investment. 
Age and type of construction introduce 
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further differentials to complicate the 
assessment task. 


Sales ratio analysis can be most effec- 
tively employed if it is possible to strati- 
fy the data by geographical areas and 
by type of structure or use, in order to 
test the uniformity of treatment within 
each of these classes. It will ordinarily 
be found that if the assessment admin- 
istrator is reasonably competent there 
is a high degree of uniformity within 
a given class but that between classes 
major disparities are likely to appear. 
Again, lack of uniformity between 
classes of property is difficult to avoid 
and, it should be recognized, arises in 
some degree from the shortcomings of 
the measure (sales value) used to test 
the assessment. Intraclass inequalities, 
on the other hand, are clearly due al- 
most entirely to incompetence in the 
assessment. 

The evidence at hand indicates that 
the most troublesome problem faced by 
assessors is one of obtaining a higher de- 
gree of uniformity between classes of 
property. The deleterious effects of 
geographical nonuniformity can be 
eliminated by making the jurisdiction 
of each assessment authority cotermin- 
ous with the principal taxing districts. 
Intraclass inequalities can be reduced by 
a systematic approach to the assessment 
task. 


Planning Sales Ratio Studies 
The techniques to be followed in 


making assessment ratio studies can and 
should be fairly uniform throughout 
the country. While some differences ir 
detailed procedures are required to take 
into account variations in practices in 
handling real estate titles which may 
occur from period to period or from 
place to place, in other respects, and 
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particularly in the statistical analysis, 
standardization is possible and highly 
desirable. Most of the important ques- 
tions of technique have to do with: (1) 
selecting the period to be covered; (2) 
establishing the procedures which insure 
the bona fides of the sales included in 
the sample; (3) establishing the actual 
consideration; (4) determining the 
proper assessed values; and (5) the 
statistical analysis of the results. 
Period Covered.— The sales ratio 
studies which provide a running his- 
torical record based upon an annual 
or even a quarterly sample of sales 
transactions are far superior to the 
once-in-a-decade or once-in-a-gener- 
ation projects. A state tax department 
should maintain a full-time staff con- 
stantly engaged in gathering and ana- 
lyzing real estate sales if it expects to 
meet the responsibility of making a re- 
liable determination of assessment in- 
equalities or variations in the level of 
the assessment. The tax office which 
undertakes such a study once in five 
or ten years will often find the results 
obtained obsolete before they are com- 
plete and in addition will lose the bene- 
fits of historical continuity. Sporadic 
investigations based upon transfers for 
a period of two or three years often 
conceal trends in the ratios within that 
period, since the data are not commonly 
tabulated on an annual basis. Ordi- 
narily, price changes for most classes of 
real estate are not sufficiently marked 
within a single year to distort findings 
based on the assumption that transac- 
tions within a given year may be treated 
as of the same date. But recent events 
have demonstrated that, for some classes 
of property and at certain times, selling 
values fluctuate very rapidly. In peri- 
ods of marked price level change, in 
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areas where there is considerable real 
estate activity, or for classes of prop- 
erty whose value is changing rapidly 
(oil rights for example), it is advisable 
to have a continuous and fairly detailed 
historical record and to assemble such 
data promptly. On the other hand, in 
years of relative stability the results for 
a given year may serve for one or two 
years in the future or in the past. 

A dangerously misleading treatment 
occasionally employed is that which 
combines the sales data for a period of 
several years without attempting to 
identify the transactions for each year. 
When this approach is used it is vir- 
tually impossible to interpret results. 
A large dispersion may be due to 
changes in the real estate market or it 
may be due to the inferior quality of 
the assessment. As far as practicable, 
the period for which any group of sales 
are combined should be one in which 
economic conditions are undergoing a 
minimum of change. 

Bona Fide Transactions.—Eliminat- 
ing from the sample those sales which 
do not satisfy the requirements of an 
arm’s length transaction between a will- 
ing buyer and a willing seller is a recog- 
nized necessity. The rules followed to 
accomplish this objective are more or 
less standardized.' However, an intel- 
ligent and informed interpretation or 
even modification of such rules, based 

1 The Illinois Department of Revenue, for example, 
in its Manual for Assembling Real Estate Assess- 
ment Ratio Data, pp. $ ff, excludes trades, transfers 
of convenience, rerecordings and corrections of errors. 
Also excluded are transactions in which the follow- 
ing are either grantors or grantees: both parties are 
of the same family or corporate affiliates; one or the 
other is an administrator, guardian, conservator, 
master, commissioner, receiver or trustee in bank- 
ruptcy or equity, sheriff, bailiff, or county clerk 
(tax deed). The transactions in which an executor, 


government agency, lending agency, or nonprofit 
organization appears as the grantee are also excluded. 
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upon a familiarity with local title prac- 
tices and real estate conditions, will 
often be desirable. To the trained and 
experienced investigator there are many 
other clues to determining the bona 
fides of a given transaction, especially if 
the investigator is compiling recent data 
and can thus have the benefit of cur- 
rent knowledge or a fresh recollection 
by parties to the transaction. Much of 
the difficulty in editing sales to elim- 
inate those that are not bona fide comes 
from working too far in the past and 
using personnel unfamiliar with the 
local real estate market. Even under 
ideal conditions, personal interviews or 
mail questionnaires to the grantor and 
grantee will be required to confirm the 
proper status of certain transactions. 
The formal rules for determining the 
bona fides of a transaction suffice to 
eliminate bias in the results obtained 
where the samples are large. Certain 
classes of property (e.g., hotels, thea- 
ters, and industrial or commercial real 
estate) are traded relatively infre- 
quently, and the samples of such classes 
are small. Moreover, these are often 
transactions in which an arm’s length 
between the buyer and seller is not 
clearly distinguishable. The skill of the 
field investigator becomes an important 
element in such cases, for it is his care 
and appraisal of the conditions of sale 
that determine the composition of these 
small but important samples. 
Determining the Consideration. — 
Once the bona fides of the transaction 
has been established the determination 
of the actual consideration becomes the 
major problem. The initial step is to 
determine exactly what legal interest 
is being sold. It is customary to limit 
the difficulty by excluding transfers 
that are not covered by a warranty 


SALES DATA AND THE PROPERTY TAX 335 


deed, a contract therefor, or an equiv- 
alent assurance of merchantable title. 
While there are many quitclaim deeds 
for which a detailed analysis might 
establish the transfer of a good title, 
the field work required to ascertain this 
fact is ordinarily more than profitably 
can be expended. 

Unless there are some special statu- 
tory provisions requiring grantors and 
grantees to disclose to state authorities 
the full and actual consideration, this 
information must be largely inferred 
from the Federal documentary stamps 
which are required on instruments of 
this type, in proportion to the actual 
consideration. For small valued prop- 
erties the potential error involved in 
estimating considerations from Federal 
stamps is so large that it is advisable 
to omit these transactions from the 
sample. For the moderate sized and 
larger transfers, Federal stamps will 
provide a satisfactory approximation to 
the true consideration, provided the 
amount of Federal tax has been cor- 
rectly ascertained and provided that 
other elements in the transaction have 
been taken into account. 

There are some evidences that at 
times and in certain areas systematically 
erroneous determinations of Federal 
tax liability on deeds are made. Some 
of these errors are deliberate. Over- 
stamping, for example, is practiced to 
influence subsequent purchasers of the 
property. Other errors are due to 
misunderstanding of the Internal Reve- 
nue Code, especially its provisions rela- 
tive to the inclusion of assumed in- 


debtedness.2 Here again, the familiar- 


2 The Federal stamp tax is based on the net con- 
sideration paid for, or the net value of, the interest 
or realty conveyed. A pre-existing indebtedness as- 
sumed by the purchaser is not a part of the net 
consideration and hence is not included in the tax 
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ity of the investigator with prevailing 
real estate practices is an indispensable 
aid to the accurate determination of 
the proper consideration. 

Probably the most troublesome prob- 
lem in determining correct consider- 
ation has to do with the assumption of 
indebtedness by the purchaser. Often 
the only satisfactory technique, as well 
as the most economical, is a question- 
naire ~9 the grantor or grantee. 

Certain real estate transactions, such 
as sales of hotels, include a substantial 
amount of personal property, and often 
such sales are of a type of real estate 
that appears only infrequently in the 
sales sample. Ordinarily these trans- 
actions would be arbitrarily eliminated 
from the sample, but their infrequency 
and importance may dictate that a 
special effort be made to develop such 
facts as will make them usable. 

Determining the Assessed Value. — 
Associating the proper assessed valu- 
ation with the consideration calls for 
care in identifying the description of 
the parcel in the deed with the descrip- 
tion on the tax records. Invesiigations 
conducted in areas where tax maps and 
title records are not used by the assessor 
require special precautions. Sales of 
portions of parcels not divided on the 
tax records are ordinarily disqualified 
because the assessment cannot be deter- 
mined until after the sale is completed. 
As a general rule the assessed valuation 
used in sales ratio studies should be the 
most recent one prior to the date of 
transfer. This rule may be relaxed if 
it is known that individual sales have 
no influence on individual assessments. 





base. If, however, the purchaser gives a mortgage 
to the seller, it is a part of the net consideration 
and is included in the tax base. Internal Revenue 
Code, sec. 3482; Regulations 71, sec. 113.82. 
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Analysis of the Data.—The statistical 
techniques usually employed in assess- 
ment ratio studies are seriously inade- 
quate. They not only fail to exploit 
fully the content of the data but have 
often encouraged misleading interpre- 
tations and have led to a discrediting of 
the entire sales ratio procedure. The 
major defect is traceable to a failure to 
understand the lines of cleavage in as- 
sessment practice and to stratify the 
universe and to so classify the sales 
samples. For example, it would seem 
obvious that urban sales should not be 
used to determine the level of rural as- 
sessments or that an over-all ratio 
should not depend upon a haphazard 
weighting of these two elements. Yet 
even these first approximations toward 
refinement are usually ignored. That 
the conditions of random sampling are 
met by sales samples is usually implic- 
itly assumed without study or test. 
Many investigators arbitrarily eliminate 
extreme ratios from the sample even 
though no specific defect can be dis- 
covered. Indeed, the editing process 
may go so far as to eliminate all trans- 
actions that do not conform to the 
editor’s notion of current values. A 
competent statistician who understands 
the problems and processes of assess- 
ment can describe the frequency dis- 
tributions of assessment ratios in as 
much or little detail as desired, roughly 
estimate sampling errors, and steadily 
improve the quality of his findings. 


Improving Sales Ratio Studies 


Within the next few years a large 
number of assessment ratio studies in- 
volving a substantial expenditure of 
public and private funds will be made. 
State supervisory authorities will be 
concerned with gauging the uniformity 
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of their own assessments on public 
utility property, for example, with local 
assessments. These authorities will also 
be using ratio studies to evaluate the 
work of the local and county assessors 
and to insure more equitable operation 
of state grants that are contingent upon 
a local tax effort. In other areas the 
taxpayers will be making studies to 
support their claims for more uniform 
treatment. 

A standard procedure for testing as- 
sessment inequalities needs to be devel- 
oped and made available to interested 
parties. Up to the present, most as- 
sessment ratio studies have had only one 
abjective—finding the average Icvel of 
assessment in a given county, city, or 
state. The data required to obtain 
this single fact can be used to show a 
great many additional facts with re- 
spect to assessment inequalities. The 
proper techniques of gathering and tab- 
ulating such data make possible a more 
reliable measure of central tendency 
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than many of the present crude analyses 
offer. In addition to data which de- 
scribe only the average or over-all situ- 
ation, other essential details can be por- 
trayed. Stratification of the sample 
into area and various property classes 
permits the determination of the level 
of assessment for selected areas or classes 
of property, separately or in combina- 
tion. Perhaps even more important 
are the evidences of dispersion that can 
be used to measure uniformity within 
classes and among classes. 

The techniques for doing these things 
were in the hands of the statisticians 
long before the first sales ratio study 
was made. They have long since been 
employed by many students of the tax 
problem. But, up to the present time, 
tax administration has made only spar- 
ing use of the tools. A far greater 
utilization awaits a recognition of their 
value in diagnosing and correcting as- 
sessment inequalities. 


BIBLIOGRAPHICAL NOTE 3 


Sales data have been crudely employed to deter- 
mine the level of assessment almost as long as prop- 
erty has been subject to ad valorem taxation. How- 
ever, the realization that a frequency distribution 
of assessment ratios is a quantitative description of 
the quality of assessment did not become widespread 
until the investigations of the 1920’s. The wealth 
of working material in that decade led to many 
refinements and advances in techniques, but in the 
early and middle ’thirties the paucity of bona fide 
sales resulted in virtual cessation of activity. Joseph 
D. Silverherz, Assessment of Real Property in the 
United States (Special Report of the New York 
State Tax Commission, No. 10, 1936) comprehen- 
sively surveys the field of investigation up to the 
late 1930’s. This note is intended to supplement 
the bibliography in Silverherz, but no pretense of 
comparable coverage is made. 

Assessment ratio studies generally emanate from: 
(1) the regular annual equalization of local assess- 
ments by an official state agency such as a tax com- 
mission or board of equalization; (2) an official tax 
study or investigating commission ordinarily ap- 





8I am indebted to Lillian Rymarowicz for the 
Preparation of this note. 


pointed by the governor and composed of repre- 
sentatives of the legislature, the public, and state 
and local administrative agencies; (3) the efforts 
of complaining taxpayers or groups of taxpayers to 
prove tax discrimination to a tax administrator or 
court; (4) tax research at universities, agricultural 
experiment stations, foundations, or similar institu- 
tions. 

In the past decade the principal contributions to 
the technique of sales ratio analysis have been the 
refinements introduced by agencies with resources 
and opportunities to improve the original source 
material. The stratification of these data, for ex- 
ample, so as to obtain both greater reliability in 
results and a wealth of detail heretofore unvisualized 
has opened up many additional avenues of investi- 
gation. The work and accomplishment of the Illi- 
nois Department of Revenue along these lines are 
outstanding. 

The references are grouped according to states; 
no evaluation of particular works is attempted. 
Some of the references are to unpublished studies 
or even to work in process. 

ALABAMA 
The Alabama Revenue System, Report of the 
Revenue Survey Committee, An Interim Com- 
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mittee of 1945 Legislature (Montgomery, Ala- 
bama, 1947), pp. 70-89. 

Clark, C. M. Rural Property Tax Problems in 
Alabema, Agricultural Experiment Station of 
the Alabama Polytechnic Institute, Bulletin 247 
(1940), pp. 37-48. 

ARIZONA 

Limited use of assessment ratio approach indicated 
in one or more recent Annual Reports of the 
State Tax Commission. 

The General Property Tax Structure and Irrigated 
Agriculture in Pinal County, Arizona, U. S. 
Department of Agriculture, Bureau of Agri- 
cultural Economics (1945), pp. 35-41. 

ARKANSAS 

Arkansas Public Expenditure Council. Taxes in 
Arkansas (Little Rock, Arkansas, 1948), pp. 
38-48. 

Sparlin, E. E. Inequalities in the Arkansas Prop- 
erty Tax Assessment System, Arkansas Agricul- 
tural Experiment Station Bulletin 369 (1939). 

CALIFORNIA 

Data are regularly compiled by the Division of 
Assessment Standards of the State Board of 
Equalization, but there is no publication of re- 
sults or techniques employed. 

CONNECTICUT 

Assessment of Real Estate in the City of New 
Haven, Report No. 35, New Haven T..xpayers 
Research Council, Inc. (1944). 

WASHINGTON, D. C. 

Fiscal Relations Between the U. §. and the Dis- 
trict of Columbia, Report Prepared at the Direc- 
tion of the President Pursuant to Public Act 
No. 762, 74th Cong., 2d sess. (1937), pp. 
84-100. 

IDAHO 

Annual Reports of the State Tax Commission 

(beginning in 1945). 
ILLINOIS 

Tax-Rate Limits and Assessments Ratios, 1925-40, 
Vol. VIII in Survey of Local Finance in Illinois, 
Illinois Tax Commission (1940). 

Reports of the Illinois Department of Revenue 
(annual, beginning in 1944). 

Illinois Property Tax News Letter, IUlinois De- 
partment of Revenue (beginning in 1944). 


INDIANA 

Assessment of Property in Henry County, Henry 
County Council on Intergovernmental Rela- 
tions (Newcastle, Indiana, 1946). 

Residential Property Assessment in Indiana, Gov- 
ernmental Research Division of Indiana Inter- 
Organizational Council (1938). 

An assessment ratio study has recently been com- 
pleted by the railroad taxpayers in Indiana. 
This survey included approximately 30,000 
sales made during the first eight months of 
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1947 in the State’s 92 counties. 
IOWA 

The comprehensive revision of Iowa assessment 
organization and pfocedure effected by the 1947 
General Assembly included a provision (52 G.A, 
Acts Ch. 225) directing the State Tax Com- 
mission “ to determine the degree of uniformity 
of valuations as between the various taxing dis- 
tricts of the state.” It is expected that the 
Tax Commission will utilize assessment ratio 
studies to carry out this directive. 

Spaulding, J. L. Farm Taxes and the Cost of Pub- 
lic Services in Relation to Land Resources in 
Ringgold County, lowa Agricultural Experiment 
Station Bulletin 288 (1941), pp. 347-358. 


KANSAS 

Relation of Assessed Value to Sales Value of Kan- 

sas Real Estate, 1933-37, Kansas State Planning 
Board (Topeka, 1939). 

Assessment of Real Estate in Kansas, Research De- 
partment, Kansas Legislative Council, Publica- 
tion No. 99 (1940), pp. 1-10. 

Howe, H. H., and Miller, L. F. Assessment and 
Collection of Farm Real Estate Taxes, Agricul- 
tural Experiment Station Bulletin 283 (1939), 
pp. 18-40. 


KENTUCKY 

Assessment of Real Property in Kentucky Coun- 
ties (Comparison of Constitutional Assessments 
and Actual County Assessments, Special Report 
No. 3, Department of Revenue, 1939). 

Organization for Kentucky Local Tax Assessments, 
University of Kentucky, Bureau of Business Re- 
search (Lexington, Kentucky, 1941), Vol. 2, 
No. 4, pp. 10-31. 

Palmer, E. Z. “* Assessment Ratios for Real Prop- 
erty Tax Equalization,” Bulletin of the Na- 
tional Tax Association, xxx (1945), 152-157. 

MAINE 

Report of Recess Committee of the 88th Legisla- 
ture on Tax Equalization (1939). 

Property and Inequality of Assessments (Fourth 
Preliminary Report of a Tax Study) Property 
Division, Bureau of Taxation (1944), pp. 15-29. 

MARYLAND 

Walker, W. P., and Miller, E. E. Extent of 
Changes and Equalization in Farm Property As- 
sessments by Reassessing in Maryland, Maryland 
Agricultural Experiment Bulletin A9 (1942). 

MASSACHUSETTS 

Report of the Special Commission on Real Estate 
Taxation and Related Matters, House Document 
No. 1800 (1945), pp. 244-252. 


MICHIGAN 
For the uses of sales data by the Michigan Tax 
Commission, see The Twenty-third Report of 
the Michigan Tax Commission and State Board 
of Assessors, pp. 48-52. 
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The record in Grand Trunk Western Railway Co., 
et al. v. Brown, Auditor General of Michigan, 
32 F. Supp. 784-796, (1940), sets forth the 
results of an assessment ratio study covering 
the years 1935-1937 inclusive. 

MINNESOTA 

Legislation enacted in 1947 requires county assess- 
ment authorities to compile sales data for 
equalization purposes. The State Department of 
Taxation contemplates undertaking further 
analysis and some form of publication. 

MONTANA 

Renne, R. R., and Lord, H. H. Assessment of 
Montana Farm Lands, Montana State College, 
Agricultural Experiment Station, Bulletin 348 
(1937). 

NEBRASKA 

Assessment and Collection of Property Taxes in 
Nebraska, Research Department, Legislative 
Council Report No. 16 (1941), pp. 21-33. 

Snyder, L. B. Tax System of Nebraska, Nebraska 
Agricultural Experiment Station Research Bul- 
letin 105 (1938), pp. 1-82. 

Lyon, H. A. Farm Income, Farm Values, and 
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TAX ACCOUNTING COMPARED WITH RECOGNIZED 
ACCOUNTING PRINCIPLES * 


PAUL D. SEGHERS T 


HE MAJORITY of all problems 

encountered in tax practice relate 
to the determination of the amount of 
taxable net income. This is always a 
matter of tax accounting. In turn, the 
principal question with which tax ac- 
counting is concerned is that of time 
—when is income taxable, and when 
are deductions for expenses and losses 
allowable? 


The distinction between capital ex- 
penditures and expenses is merely an- 
other form of the latter question: When 
may a given expenditure be taken as 
a deduction?—(1) at once, in full? 
(2) gradually, over the life of the asset 
acquired through such expenditures? or 
(3) only when such asset is disposed of? 


The answers to countless thousands 
of such problems that have been dealt 
with in the past are to be found in 
the tax practitioner’s library of rulings 
and decisions interpreting past and 
present provisions of the taxing acts. 
Despite the helpful guidance to be ob- 
tained from all this material, the at- 
torneys on one side of every tax case 
are proved to be wrong, and occasion- 
ally those on both sides. 


* An address delivered before the Union League 
Tax Group, Philadelphia, September 10, 1948. It 
appeared in The [Philadelphia] Legal Intelligencer, 
September 14, 1948, and is republished here, in 
slightly different form, by permission. 


7 The author is a certified public accountant of 
New York City. 


TAX ACCOUNTING AND GENERAL 
ACCOUNTING 


It would be not only a monumental 
task, but one which could never be 
fully completed, even to summarize all 
the rules of tax accounting now in 
force. Experience teaches the tax 
practioner to make a special effort to 
impress on his memory every situation 
in which the rules of tax accounting— 
established by statute, by Treasury 
regulations and rulings, or by the 
courts—differ from recognized ac- 
counting practice. To the extent that 
he is able to do this, he will know when 
to follow recognized accounting prin- 
ciples, which are generally in accord- 
ance with common sense and logic, 
and when to take into consideration 
rules of tax accounting which are in 
conflict with such principles. The pur- 
pose of this discussion is to deal with 
some of the important differences of 
this kind. However, this will necessar- 
ily involve consideration of many rules 
of tax accounting which are not in con- 
flict with sound accounting principles. 


Recognized Accounting Principles 


It is certainly much easier to con- 
clude that a certain rule of tax ac- 
counting is contrary to generally rec- 
ognized accounting principles than it 
is to define such principles. Certified 
public accountants, however, are ac- 
quainted with what is regarded, by the 
recognized authorities in that profes- 
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sion, as the correct procedure in var- 
ious circumstances, on the basis of a 
large body of literature dealing ex- 
haustively with a wide range of ac- 
counting problems. The state and 
national accounting organizations carry 
on a constant work of research and 
education in that field. To mention 
only one of many sources of authorita- 
tive statements on accounting principles 
available, there are the Accounting Re- 
search Bulletins of the American Insti- 
tute of Accountants. It is therefore 
natural that accounting-trained and 
accounting-minded tax practitioners, 
whose whole lives are taken up with 
the study and application of accounting 
principles, feel they are justified in be- 
lieving that they are exceptionally 
qualified to judge what is or is not in 
accordance with recognized accounting 
principles. 

So-called “tax accounting rules” 
that are contrary to sound, generally 
recognized, accounting principles de- 
mand special attention, since they pre- 
sent the greatest dangers, as well as the 
greatest opportunities, in tax practice. 
Before considering these divergencies, 
however, we should carefully review 
the provisions of the Internal Revenue 
Code which give recognition to recog- 
nized accounting principles, as well as 
certain of the basic rules of tax ac- 
counting to be found in the Regulations 
and the decisions interpreting them. 
In connection with the discussion of 
Specific tax accounting rules, certain 
“horrible examples” of violations of 
good accounting principles in court 
decisions will be pointed out in order 
to emphasize the dangers that may con- 
front us in Federal income tax matters, 
even when we rely upon what we con- 
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sider to be unquestionably sound and 
generally recognized accounting prin- 
ciples. 


The Magna Charta of Tax Accounting 


Sections 41, 42, and 43 of the Inter- 
nal Revenue Code constitute the Magna 
Charta of sound tax accounting. Later 
we shall see how often these sound 
statutory provisions are violated by 
the Bureau and the courts. 

It is believed justifiable to state here 
the substance of the most important 
portions of these three vital sections 
of the Internal Revenue Code: 


Sec. 41—Accounting Periods and 
Methods 


As to accounting methods: “ Net in- 
come shall be computed... in accord- 
ance with the method of accounting 
regularly employed in keeping the 
books of such taxpayer ”; but 

1. if no such method is employed, or 

2. “if the method employed does 
not clearly reflect the income”... 
“the computation shall be made in ac- 
cordance with such method as in the 
opinion of the Commissioner does clear- 
ly reflect the income.” 

As to accounting periods: 

1. “If the taxpayer’s annual ac- 
counting period is other than a fiscal 
year as defined in section 48,” or 


2. “If the taxpayer has no annual 
accounting period or does not keep 
books, the net income shall be com- 
puted on the basis of the calendar year.” 

3. Otherwise, the taxpayer’s annual 
accounting period is to be used. 


Sec. 42—Period in Which Items of 
Gross Income Included 


Income is to be reported in the period 
in which received—unless “... under 
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methods of accounting permitted under 
section 41, any such amounts are to be 
properly accounted for as of a different 
period.” 


Sec. 43—Period for Which Deduc- 
tions and Credits Taken 


Deductions and credits are to be 
taken “when ‘paid or accrued’ or 
‘ paid or incurred,’ dependent upon the 
method of accounting upon the basis 
of which the net income is computed, 
unless in order to clearly reflect the in- 
come the deductions or credits should 
be taken as of a different period.” 

If the Bureau of Internal Revenue 
and the courts, as well as taxpayers 
and tax practitioners, woula follow 
these rules in good faith, we would 
not have so many injustices in tax prac- 
tice, nor such a large library of tax 
rulings and decisions. 

In the final analysis it will be found 
that almost all the rules of tax ac- 
counting are for the one purpose of 
fixing time—when income is realized 
and taxable and when deductions may 
be taken. Certain of these rules, how- 
ever, relating specifically to methods 
of accounting, will first be considered. 


METHODS OF ACCOUNTING 


In addition to the basic cash and ac- 
crual methods of tax accounting, there 
are numerous other methods applicable 
to special situations such as installment 
sales, long-term contracts, dealers in 
goods traded in on an organized com- 
modity exchange, and many others. 
The scope of this discussion, however, 
will permit a consideration of only a 
few of these special methods of ac- 
counting that have received the ap- 
proval of the Bureau of Internal 
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Revenue and the courts despite the de- 
parture of such methods from the rules 
generally applicable in tax accounting. 


When income is taxable and when 
expenses are deductible depends, in 
part, on the methods of accounting 
used by the taxpayer—that is, the 
manner in which the books are actually 
kept. 

Every taxpayer must file his income 
tax return on the cash basis unless: 
(1) He is required to use the accrual 
basis in order clearly to reflect income; 
or (2) He keeps proper books of ac- 
count and has duly elected to use the 
accrual method. 


In deciding whether or not a par- 
ticular method of tax accounting prop- 
erly and “clearly ” reflects the income, 
the courts have proved of little help. 
For example, the Supreme Court has 
said: “It is not the province of the 
court to weigh and determine the rela- 
tive merits of systems of accounting.” * 


A taxpayer reporting on the “cash 
basis” is required to report income 
when cash is received and take deduc- 
tions when actual payments are made. 
This general rule, however, is subject 
to numerous exceptions, which will be 
considered later. 


The taxpayer keeping books on the 
accrual basis or otherwise required to 
report on the accrual basis must re- 
port income and deduct expenses in 
the taxable year in which they accrue. 
This general rule, however, likewise is 
subject to numerous exceptions which 
will be considered late. 


Book entries are rarely conclusive 
as to time of realization of income or 


1 Brown v. Helvering, 291 U. S. 193, quoted 
and followed by the Tax Court in National Air- 
lines, Inc., 9 TC 159. But see note 19, infra. 
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allowance of deductions. Book en- 
tries, made for the purpose of writing 
off unpaid liabilities have, however, 
been held to result in income to the 
debtor-taxpayer in the year of entry.” 
On the other hand, in a case where an 
item was at first credited to income 
but was later, within the taxable year, 
transferred to the credit of the payor 
(a debtor of the taxpayer) by mutual 
agreement, the transfer entry was rec- 
ognized by the court, and the item 
excluded from income of the taxable 
year.’ There are, however, conflicting 
cases on similar facts.* 


Changes in Methods of Accounting 
and Accounting Periods 


The Regulations provide: “A tax- 
payer who changes the method of ac- 
counting employed in keeping his 
books, shall, before computing his in- 
come upon such new method for pur- 
poses of taxation, secure the consent 
of the Commissioner. ... Application 
for permission to change... shall be 
filed within ninety days after the begin- 
ning of the taxable year to be covered 
by the return. ... Permission to change 
the method of accounting will not be 
granted unless the taxpayer and the 
Commissioner agree to the terms and 
conditions under which the change will 
be effected....”° 


Where a change is made from the 
cash to the accrual basis or vice versa, 
there is always the danger that the 
taxpayer will be required by the Com- 
missioner to agree to a method of com- 


2 Chicago, Rock Island & Pacific Railway Co., 
13 BTA 988, affd. on this point, 47 F.(2d) 990. 


3 Huntingdon Redondo Co., 36 BTA 116. 
* Philadelphia Company of Dela., 47 BTA 565. 
5 Reg. 111, sec. 29.41-2. 
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puting income which will result in 
double taxation. The court in one 
such case said: 


Where a change is made by a taxpayer 
from the cash receipts and disbursements to 
the accrual basis, or vice versa, the returns 
must be adjusted to take up the slack. 
Accrued accounts receivable must be taken 
into income and accrued accounts payable 
must be allowed as a deduction.® 


However, there have been numerous 
other instances in which taxpayers 
have been less fortunate. In a recent 
case of that kind, the Tax Court stated: 


The errors complained of are not apparent 
on the mere recital of the computation. 
Allegations of error are not self-proving.? 


In some instances an accountant 
would feel that errors in computation 
are self-proving when pointed out. 

The courts have unfortunately felt 
themselves compelled to take the posi- 
tion that a method of accounting re- 
quired by another branch of the Gov- 
ernment is not necessarily allowable 
for Federal income tax purposes. For 
example, a method of accounting re- 
quired of an airline by the CAB was 
not allowed by the Tax Court, although 
the court referred to the hardship re- 
sulting from the necessity of keeping 
two separate sets of books.® 

In one case in which the same tax- 
payer kept books on the accrual basis 
for one business and on a cash basis for 
another business, a deduction for a 
large amount of accrued interest was 


6 Goldstein Bros. Dollar BTA 
memo. (1936). 

7C. L. Carver, 10 T. C. No. 171, appealed by 
taxpayer April 29, 1948. 


8 National Airlines, Inc., 9 T. C. 159. 


Cleaning Co., 
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denied on the ground that it related 
to the “cash basis” business.° 

There is one instance in which the 
penalty of double taxation is not merely 
demanded by the Commissioner, but 
specifically called for by the statute. 
Where a taxpayer changes from the 
accrual basis to the installment basis, 
the Internal Revenue Code itself re- 
quires the inclusion, in the year of 
change and in subsequent years, of 
amounts already previously subject to 
income tax.’? 

Where the taxpayer desires to change 
the accounting period for which his 
return is filed, the Regulations require 
application (form 1128) to be filed 
with the Commissioner in Washington 
sixty days before the end of the frac- 
tional part of the year of change—to 
secure consent before using the new 
period for income tax purposes."* This 
section likewise provides: “If the 
change is approved by the Commis- 
sioner, the taxpayer shall thereafter 
make his returns and compute his net 
income upon the basis of the new ac- 
counting period.” This requirement 
is specifically stated in Bureau ruling, 
Mimeo. 2738, CB, June, 1921, p. 7. 
(Italics supplied. ) 


WHEN IS INCOME TAXABLE? 


When income is taxable depends, in 
part, on the method of accounting 
used by the taxpayer. The “cash 
basis” taxpayer is taxable when the 
income is received —except: (1) He 
may be taxable on the theory of con- 
structive receipt, prior to the time of 
actual receipt; or (2) He may be taxed 


® Birch Ranch and Oil Company, T. C. Memo. 
Dkt. 109,993, affd. 152 F.(2d) 874. 


10 Sec. 44(c), I. R. C. 
11 Reg. 111, sec. 29.46-1. 
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when he is held to enjoy the benefits 
of ownership, even though the income 
is received by another. 

A taxpayer keeping books and en- 

titled to make returns on the accrual 
basis is taxable on income “ when all 
the events have occurred to determine 
the right to receive it”—and, gen- 
erally, to fix the amount. Income 
once properly accrued cannot be elim- 
inated except by the bad debt route. 
An amount received “under a claim 
of right” and “ without restriction as 
to its disposition” is taxable when so 
received, even though: 
(1) Such amount may later have to be 
given up if the taxpayer is unsuccess- 
ful in maintaining his right to retain 
it’* (which rule is fair enough); or 
(2) Such amount represents deferred 
and unearned income, entailing an 
obligation on the part of the taxpayer 
to perform future acts necessarily re- 
sulting in future expenses and even 
though the recipient is under an un- 
disputed obligation to refund, upon de- 
mand prior to the rendering of the 
service, the full amount of the cash so 
received.'® 

In other words, unearned income 
collected in advance is taxed when re- 
ceived, while at the same time related 
expenses are allowed as deductions only 
over the term of the benefit received. 
For example, rent collected in advance 
by a taxpayer on the accrual basis will 
be taxed in the year in which actually 


12 North American Oil Consolidated v. Burnett, 
$2 S. Cr. 603. 


13G, C. M. 16,730, C. B., June, 1936, p. 179; 
Brown v. Helvering, $4 S. Ct. 356; Automobile 
Underwriters, Inc., 19 BTA 1160; South Tacoma 
Motor Co., 3 TC 411. See Sydney A. Gutkin and 
David Beck, “Tax Accounting v. Business Account- 
ing,” Journal of Accountancy, LXXIX (February, 
1945), 130. 
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received and at the same time the tax- 
payer will be denied the deduction for 
the full amount of the commission 
paid to obtain the lease and allowed 
only the pro rata portion applicable to 
the taxable year..* The income is 
taxed before it is earned, while the de- 
duction for the expense incurred in 
earning the income is postponed and 
spread over the period during which 
the income is to be earned. 

This particular rule of “‘ tax account- 
ing” is one of the glaring examples 
of bad law on tax accounting matters 
made by judges (in this case, of the 
Supreme Court) who do not compre- 
hend, or are indifferent to, the logical 
principles of sound accounting. It is 
possible that the reasoning back of the 
decision of the Supreme Court in the 
North American case may have been: 
** We must correct the condition caused 
by the Treasury Department’s failure 
to ask and obtain from Congress a pro- 
vision in the existing revenue acts to 
safeguard the collection of taxes in 
future years, in those cases where tax- 
payers collect money in advance of the 
time when the income is earned.” 
There are those who believe that the 
courts should thus exercise the actual 
power they have to supply such legis- 
lative omissions. 

Unfortunately, such a decision as 
this, clearly contrary to the letter and 
spirit of section 41 of the present 
Internal Revenue Code, has engrafted 
one more unsound and arbitrary rule 
into the system of tax accounting—a 
rule which has led to numerous capri- 
cious and inequitable results. The un- 


14 See discussion of this injustice in J. K. Lasser, 
“Tax Accounting Incongruities,” Journal of Ac- 
countancy, March, 1947, pp. 221, 225 (footnote 
24). 
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soundness of this rule is demonstrated 
by the court decisions holding that 
the income is not taxable until earned 
where the taxpayer has gone through 
the mumbo-jumbo of accepting the 
money as a deposit rather than as a 
prepayment of unearned income.’® 

It is to be noted that in the latter 
type of case the recipient actually has 
the use of the money. The artful 
words, without changing the substance 
of the transaction, change the tax re- 
sult.’® 

There is one unusual case, however, 
in which the Tax Court held that a 
reserve for estimated future expenses 
offsetting income collected in advance, 
was allowable as a deduction.’” In 
that case, the court gave consideration 
to the consistent method of account- 
ing followed by the taxpayer over a 
period of years. In a similar case, in- 
volving a new corporation, the Tax 
Court held, however, that the income 
was taxable when received.’® 

The practical situation at present, 
until Congress gets around to repeal- 
ing this Supreme Court rule, is that in- 
come tax must be paid on unearned 
income when received, even if future 
performance is required, unless the tax- 
payer takes some steps to bring such 
receipt outside of that rule. 


15 Clinton Hotel Realty Corp., 128 F.(2d) 968, 
revg. 44 BTA 1215. 


16 Compare the language of the courts in cases 
involving “substance v. form,” such as Gregory 
v. Helvering, 293 U. S. 465, Comm. v. Court Hold- 
ing Co., 324 U. S. 331; and Bazely v. Comm., 331 
U.S. 737. 


17 Towers Warehouses, 
7862 (January 27, 1947). 


18 Capital Warehouse Company, Inc., 9 T. © 
966 (appealed March 19, 1948). 


Memo. TC Dkt. 
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Amendment of the Internal Reve- 
nue Code to correct this unfair inter- 
pretation of section 41 by the Supreme 
Court is being urged at the present 
time. Pending such amendment, vari- 
ous remedies appear to be available to 
accrual basis taxpayers who wish to 
avoid being taxed on income before it 
is earned: (1) not to accept prepay- 
ments of income to be earned in the 
future; or (2) to have the amount due 
the taxpayer placed in escrow pending 
completion of performance; or (3) to 
accept the money only as a refundable 
deposit and not as a prepayment. 


The radical remedy needed is a state- 
ment by Congress that it means what it 
has enacted in sections 41, 42, and 43 
of the Internal Revenue Code.’® This 
might be accomplished by a clarifica- 
tion and restatement of these sections, 
together with a positive statement as 
to their intent and purposes. What 
is needed is a provision that tax liability 
under the Internal Revenue Code is to 
be determined on the basis of the tax- 
payer’s accounting methods, if con- 
sistently followed and in accordance 
with recognized accounting principles, 
to the extent that the result is mot con- 
trary to any other specific provision of 
the Code. 

Even such a simple provision of the 
Internal Revenue Code would, no 
doubt, gradually become encrusted by 
the barnacles of judge-made rules of 
interpretation in conflict with logical 
accounting principles. It might at 
least free us, for a time, from the 
handicaps under which we now labor 


19 Huntington Securities Corp. v. Busey, 112 
F.(2d) 368 (25 AFTR 82); Morris-Poston Coal 
Co. v. Comm., 42 F.(2d) 620 (8 AFTR 11209, 
cited in Tower Warehouses, Inc., T. C. Memo. Dkt. 
7862 (January 12, 1947). 
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because of the great number of illogical 
decisions on tax accounting issues that 
have been handed down since the in- 
auguration of the income tax. 

There is only ome exception to the 
rule just discussed. Recognizing the 
power of the press, the Bureau has 
singled out publishers from all other 
taxpayers and promulgated a special 
ruling allowing them, under certain 
conditions, to exclude from taxable in- 
come unearned subscription income 
collected in advance.” 

Under the “ tax benefit ” rule. of tax 
accounting, where a recovery offsets 
earlier deductions for which full bene- 
fit was not obtained, the amount re- 
ceived is to be included in taxable in- 
come only to the extent of the prior 
benefit. The Internal Revenue Code 
contains specific provisions for the ap- 
plication of this rule in the case of re- 
coveries of bad debts, prior taxes, and 
“ delinquency amounts.” ** The Regu- 
lations, however, have extended this 
principle to other types of recoveries. 

Another instance in which income 
determined in accordance with gen- 
erally accepted accounting principles 
is excluded from taxable income arises 
in cases of “ tax-free reorganizations.” 
In general, the effect of these pro- 
visions ** is to defer the taxation of in- 
come realized on exchanges coming 
within their scope until the property 
received is subsequently disposed of for 
cash or its equivalent. 

Another instance where income may 
be shown in the accounts but not be 
subject to tax is where such income is 


201. T. 3369, C. B. 1940-1, p. 46. 
21 Sec, 22(b) (12), I. R. C. 

22 Reg. 111, sec. 29.22 (B-12) 1. 
23 Sec. 112(b) and (m), I. R. C. 
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in the form of blocked foreign cur- 
rency having no fair market value 
when received. It is the Bureau’s posi- 
tion that in such a case taxable income 
is realized only when and as such cur- 
rency comes to have a fair market 
value measured in United States dol- 
lars.2* Despite this general rule, in 
one case involving a foreign personal 
holding company, a United States tax- 
payer was held taxable on income re- 
ceived in the form of foreign currency 
because he could have enjoyed the eco- 
nomic satisfaction of spending the for- 
eign money in the country where the 
income was earned.” 


Accrual Basis Taxpayers 


A taxpayer keeping books and en- 
titled to make return on the accrual 
basis is taxable on the income “ when 
all the events have occurred to deter- 
mine the right to receive it,” and in- 
come once properly accrued cannot be 
excluded from taxable income except 
by establishing the right to a bad debt 
deduction.” 


Cash Basis Taxpayers 


The so-called “cash basis” of tax 
accounting is a patched-up fabric of 
conflicting conventions. It is not, 
and cannot ever be, carried to its logi- 
cal extreme. 

The question constantly arises as to 
how far it is to be followed and what 
exceptions are to be made. With the 
passage of time, the cash basis has been 


24 Mimeo 5297, CB 1942-1, p. 84; cf. Reg. 111, 
sec. 29.43-1 (second paragraph). 


25 Eder v. Commissioner, Memo. T. C. Dkt. 106, 
016, (May 16, 1944), on remand from CCA-2 
(1943), 138 F.(2d) 27. 


26 American Central Utilities Company, 36 BTA 
688. 
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more and more extended, bringing it 
closer to the accrual basis, especially as 
to the time for taxation of income. 

On the cash basis, income is taxable, 
not only when actually received, but 
when constructively received—that is, 
when it is available ** or when the tax- 
payer obtains the right to some eco- 
nomic or personal satisfaction.*® 

When a cash basis taxpayer elects to 
return, on the accrual basis, income 
from non-interest bearing obligations 
issued at a discount, the statute requires 
him to include, in his return for the 
year in which the option is exercised, 
the amount of such interest accrued in 
prior years, in addition to the amount 
accrued in such first taxable year.”® 


Exempt Income 


Several items, constituting income 
from the ordinary accounting stand- 
point, are never taxable. 

Interest on obligations of states and 
political subdivisions thereof is exempt. 
In addition, interest on certain obliga- 
tions of the United States and its in- 
strumentalities is wholly or partially 
exempt. 

Dividends paid out of surplus ac- 
cumulated prior to March 1, 1913, are 
never taxable.*° 

Gain realized by a parent company 
upon the receipt of a distribution in 
complete liquidation of a subsidiary is 
exempt from tax under certain con- 
ditions.** 

Income resulting from the gratuitous 
cancellation of indebtedness of the tax- 


27 Reg. 111, sec. 29.44-2-3. 


28 Cf. Helvering v. Horst, 61 S$. Ct. 144, 147, 
148. 


29 Sec. 42(b), I. R. C. 
30 Sec. 115 (a) and (m), I. R. C. 
31 Sec. 112 (b) (6), I. R. C. 
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payer is not to be included in taxable 
income, even if the cancellation was 
made for the benefit of the creditor.* 
However, this exemption does not ap- 
ply in the case of bonds acquired by 
the issuing taxpayer unless ‘they are 
purchased directly from the holders.** 

Another inexplicably liberal rule of 
tax accounting established by the 
courts is that no taxable income is 
realized by a taxpayer as a result of 
the repayment of foreign currency at 
a cost, in United States dollars, less 
than the amount realized by the tax- 
payer, in United States dollars, from 
the receipt of the loan of such cur- 
rency.** 


WHEN MAY DEDUCTIONS BE TAKEN? 


When the taxpayer desires to take 
an expenditure as a deductible expense, 
the first question that arises is whether 
it is, in fact, an expense. It is easier 
to give examples of what are mot ex- 
penses, than to define what are deduct- 
ible expenses. 

Expenditures which create an asset 
having a life extending beyond the 
taxable year generally are considered 
not to be expenses, whether such asset 
be tangible or intangible. Here again, 
the question is time—when should the 
expenditure be written off against reve- 
nues? 

Expenses in the case of a cash basis 
taxpayer are deductible only when paid 
except: (1) in the unusual cases where 
“constructive payment” is recog- 
nized; * or (2) where an expenditure 

32 Helvering v. American Dental Company, 318 
U. S. 322. 

33 The Bulkley Building Co., T. C. Memo, Dkt. 
109,679; Lewis S. Jacobson, 6 TC 1048. 


34 North American Mortgage Company, 18 BTA 
418 (1929). 


35 Est. E. L. Richards, Memo, TC, March 30, 
1944, and other cases cited in 48 P. H. Fed. Tax 
Serv., par. 6406-A. 
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creates an asset that has a normal life 
of more than one year. 

In the latter situation, a taxpayer, 
whether on the cash or accrual basis, 
can deduct only the pro rata portion 
applicable to the taxable year, so as 
to write off the asset over its normal 
life. For example, prepaid rent and 
insurance can mot be taken in full in 
the year paid, even by a taxpayer on 
the cash basis,*® but must be spread 
over the term benefited. The full 
amount of an interest payment can, 
however, be deducted by a cash basis 
taxpayer in the year it is paid.** 

Accrual basis taxpayers (who must 
keep books of account) may take de- 
ductions only in the year the expense 
is incurred or accrues. Here the ques- 
tion is again one of time—when does 
an expense accrue? 

The general rule is well established 
—an item accrues when all the events 
have occurred that determine the ex- 
istence (and, in general, the amount) 
of the liability.** 

The Internal Revenue Code is not 
specific in regard to the accrual of ex- 
penses where the liability is contingent, 
but the courts have been quite con- 
sistent in holding that no accrual is rec- 
ognized, for Federal income tax pur- 
poses, in the case of contingent or 
disputed items, until paid or settled.® 

Until recently, the Bureau had long 
been successful in maintaining its posi- 
tion that the principles applicable in 


36 Baton Coal Co., 19 BTA 169, affd. 51 F.(2d) 
469; Comm. v. Boyleston Market Assn., 131 F.(2d) 
966; GCM 23,587. 

37]. T. 3740, IRB 1945-11. 

38 U.S. v. Anderson et al., 269 U. S. 422 (1926); 
Ernest M. Bull, 7 BTA 993. 

39 Cf. Security Flour Mill Co., v. Comm., 321 
U. S. 281. 
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determining the time of accrual of all 
other types of uncertain or contingent 
liabilities were mot to be followed in 
the case of disputed taxes. Recent 
court decisions, however, have corrected 
this incongruity.*° 

Strangely enough, the Bureau has 
long taken a very practical view of the 
time of accrual of interest on tax de- 
ficiencies. Such interest is considered 
to accrue when the taxpayer agrees to 
the tax or loses his rights to contest it.** 

A taxpayer maintaining a reserve 
for bad debts may nevertheless claim 
the deduction on account of bad debts 
in the year in which they become 
worthless. The statute no longer re- 
quires that the debt be written off in 
order to obtain the deduction for 
worthlessness.“* A taxpayer claiming 
the deduction for bad debts in the year 
of worthlessness also has the option of 
claiming a deduction for any debt 
established to be recoverable only in 
part, but in this case the deduction 
may not exceed the portion of the debt 
charged off within the taxable year.** 
Where the taxpayer elects to claim the 
deduction on the basis of a bad debt 
reserve, the statute provides, in effect, 
that the amount of the deduction shall 
be determined in accordance with gen- 
erally recognized accounting principles, 
since the allowable deduction is equal 
to the amount of a reasonable addition 
to the reserve. 

In the theory, at least, the allowable 
deduction for depreciation is likewise 


40 Dixie Pine Products Co. v. Comm., 64 S. Ct. 
354 and cases cited in Chester M. Edelman, ‘‘ When 
Can Accrued Taxes be Allowed as Tax Deductions? ” 
Journal of Accountancy, April, 1948. 


41 Cf. Great Island Holding Corp., 5 TC 150. 
42 Sec. 23 (k) (1), L R. C. 
43 Sec. 23 (k) (1), I. R. C. 
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to be determined in accordance with 
recognized accounting principles, since 
the only measure of the amount allow- 
able is its reasonableness (provided the 
“adjusted basis” of the asset for tax 
purposes is the same as the basis for 
computing depreciation for accounting 
purposes). 

An outstanding example of the de- 
termination of what is a “ reasonable 
allowance” for depreciation in an un- 
usual situation is to be found in the 
case of Associated Patentees, Inc. 
The decision in this case emphasizes a 
point which never should be forgotten 
by tax practitioners. Congress has set 
reasonableness as the sole yardstick for 
the amount of the depreciation allow- 
ance. There is nothing in the Internal 
Revenue Code regarding depreciation 
rates, or any reference to the expected 
life of the depreciable property. 

An important deduction from in- 
come determined in accordance with 
generally recognized accounting prin- 
ciples is that allowed for net losses of 
subsequent or prior years, carried overt 
and taken in the taxable year.*° The 
computation of the amount of this de- 
duction, however, is at present subject 
to many illogical adjustments which 
frequently reduce or fully deny the 
benefit of this allowance. The Reve- 
nue Revision Bill of 1948, which was 
passed by the House but not by the 
Senate, contained a provision intended 
to eliminate certain of these inequitable 
adjustments. 

Another allowable deduction from 
income shown by the books for the 
current year may consist in the deduc- 
tion allowed by the statute on account 


444 T. C. 979, on rehearing. 
45 Sec. 122, I. R. C. 
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of the five-year carryover of capital 
losses.*® 

Foreign income taxes may not be 
taken as a deduction if credit on ac- 
count for any such tax is claimed in 
the same year.*? The election to claim 
a deduction or a credit on account’ of 
such taxes for each year may be 
changed at any time within the period 
for claiming a refund. In the case 
of a cash basis taxpayer who exercises 
the option to accrue such taxes for the 
purpose of claiming credit, however, 
no deduction on account of such taxes 
may be taken in the year the option is 
exercised or in any future year.*® 

Regardless of the manner in which 
carrying charges are treated in the tax- 
payer’s accounts, the statute gives him 
the option of deducting such charges 
currently or capitalizing them and 
treating them as part of the cost of the 
property.*® Similarly, intangible oil- 
well drilling and development expenses 
may be capitalized or deducted by the 
taxpayer at his option.”° 

Under the wartime excess profits 
tax provisions, a corporation was per- 
mitted to take credit for the unused 
excess profits credit carryover from 
other years. It might be mentioned, 
however, that the Tax Court has de- 
nied the credit in the case of a corpo- 
ration in liquidation ™ and, also, in a 
somewhat unusual case in which there 
was a change in the method of oper- 
ation,” but it has allowed the credit 
where a change in business methods did 


46 Sec. 117 (e), I. R. C. 
47 Sec. 131 (a), I. R. C. 
48 Sec. 131 (d), I. R. C. 


49 Sec. 24 (a) (7), I. R. C. and Reg. 111, sec. 
29.24-5, 


50 Reg. 111, sec. 29.23 (M). 
51 Weir Long Leaf Lumber Co., 9 TC 990. 
52 Mesaba-Cliffs Mining Co., 10 TC 130. 
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not involve any attempt at tax avoid- 
ance.®*® 


Accrual Basis Taxpayers 

The general rule that a deduction 
may not be taken for contingent or un- 
certain liability is subject to the ex- 
ception that if the doubt is removed 
shortly after the close of the year the 
deduction is allowable.™ 

Otherwise allowable deductions for 
accrued expenses are denied where the 
liability is due to a controlling stock- 
holder, if payment is not made within 
two and one-half months after the 
close of the taxable year.> The Treas- 
ury has waged a long campaign to deny 
such deductions where the taxpayer 
gives its promissory note to the creditor 
stockholder, but fails to make payment 
within the two and one-half month 
period. The deduction has been al- 
lowed, however, in a recent case.%® 

Special rules of tax accounting allow 
the deduction for estimated accruals on 
account of premium coupons and 
“trading stamps,” even though the 
amount of the liability is necessarily 
uncertain.” 

The Bureau and the courts take a 
very legalistic and unrealistic view of 
the time of accrual of taxes. The legal 
or “tax accounting” theory is that 
taxes accrue instantaneously and in the 
full amount on the day when the liabil- 
ity attaches.°® This rule has been 
pushed to the extent of holding that 
such date is controlling in determining 
when the tax accrues and becomes de- 


53 Alprose Watch Co., 11 TC No. 36. 
54G. C. M. 22404, CB 1940-2, p. 204. 
55 Sec. 24 (c), IL R. CG 


56 Anthony P. Miller, Inc., v. Comm., 164 F.(2d) 
729, revg. 7 TC 729. 


57 Reg. 111, sec. 29.42-5. 


58 Magruder v. Supplee, 316 U. S. 394. See the 
article cited in footnote 40, supra. 
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ductible, even though such tax is based 
upon income that is taxable in an earlier 
taxable year, provided that it is called 
a “franchise tax” or some name other 
than an income tax.” 

Fortunately, we no longer have to 
contend with the Bureau’s unrealistic 
view that the late unlamented capital 
stock tax does not accrue in the year 
when its amount is fixed by the tax- 
payer’s declaration, but that it accrues 
on the first day of the year for which 
theoretically levied. 

An extreme example of unfair tax 
accounting “ principles” is to be found 
in the Bureau’s ruling that, in comput- 
ing invested capital, an accrual basis 
taxpayer must accrue the excess profits 
tax liability for the preceding year, but 
cannot accrue as an offset the postwar 
refund credit based thereon. A com- 
parable interpretation by a business 
man of the privisions of a contract 
would be characterized as very sharp 
dealing. In this instance the Tax 
Court administered a well merited re- 
buke to the Bureau. 


Cash Basis 


There is a great deal of hocus pocus 
in the determination of the time when 
a cash basis taxpayer may take a de- 
duction for an expense. _ It has been 
held that no deduction is allowable for 
the amount of a promissory note given 
by the taxpayer to his creditor, even 
if the note is secured by collateral,® 
but the taxpayer may borrow money 

59]. T. 3697, 1944 C. B. p. 116. Central In- 
vestment Corp., 9 TC No. 17. Discussed in John 
W. Ahern, “Getting the Best Effective Use Out of 
Accounting Methods and Accounting Periods,” New 


York University, Proceedings, Sixth Annual Institute 
on Federal Taxation, p. 479, (footnote 9). 


601. T. 3720,——CB——-; Alfschul’s Inc., 9 TC 
94, and Hamilton Mfg Co., TC Memo., Dkt. 1443 
{December 9, 1947). 


61 Frank Kubn, 34 BTA 274 (1936). 
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(from a third party) and get the de- 
duction for expenses paid out of such 
funds.” 


Many deductions in a so-called 
“cash basis” tax return must actually 
be determined on an accrual basis, 
These include, in addition to deduc- 
tions for depreciation and depletion, 
prepaid (“deferred”) expenses such 
as insurance premiums, rentals, com- 
missions paid for obtaining leases, com- 
missions on sales, and other expenses 
benefiting future years. 


Such expenditures cannot be de- 
ducted in full in the year of payment, 
but must be spread over the period 
benefited. Prepaid interest is an ex- 
ception, however, and may be deducted 
in full in the year of payment. , 


CONCLUSION 


This concludes a rather brief out- 
line of some of the more important 
rules of tax accounting that differ from 
generally recognized accounting prin- 
ciples, together with comments on a 
few of the many Bureau rulings and 
court decisions that have violated 
these principles in establishing such 
rules. 

Those rules of tax accounting which 
are logical and in harmony with gen- 
erally recognized accounting principles 
call for no special comment, and the 
same is true of those which are neces- 
sitated by specific provisions of the 
Internal Revenue Code. The others— 
the bad rules—are the ones that should 
be studied most carefully in order to 
avoid pitfalls and to use our every ef- 
fort to secure their eventual correction, 
meanwhile deriving what profit we may 
from them. 


62 Joseph H. Konigsberg, TC Memo. Dkt. 4887 
(January 22, 1946). 
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MEASUREMENT PROBLEMS OF THE EXCESS 
PROFITS TAX 


ROY BLOUGH * 


I. INTRODUCTION 


[S October, 1945, Congress voted to 
repeal the wartime excess profits tax. 
The act imposing this tax was passed 
in October, 1940,' which was a time of 
crisis; there was open war in Europe, 
France had fallen, and the United States 
was rearming. A presidential campaign 
was in progress. In January, 1948, and 
later in July, President Truman recom- 
mended that Congress again adopt an 
excess profits tax.” Although there was 
no open war in Europe, 1948 was a new 
period of rearming. The military 
budget for the fiscal year 1949 was 
much larger than for the fiscal year 
1941. A presidential election again was 
impending. 

Bills to carry into effect the Presi- 
dent’s recommendation for an excess 
profits tax were introduced into the 
80th Congress but did not emerge from 
committee. The proposal has not nec- 
essarily been abandoned. At the time 
of writing (December, 1948) the excess 
profits tax is under consideration for 
1949. Support for the tax grows out 


* The author is professor of economics and politi- 
cal science at the University of Chicago. 


Second Revenue Act of 1940, Pub. L. 801, 76th 
Cong., Title II. (Approved October 8, 1940) 


2The administration sponsored the introduction 
of an excess profits tax bill in January, 1948. New 
York Times, January 15, 1948. The July recom- 
mendation was contained in the President’s message 
to the Congress, July 27, 1948, quoted in Midyear 
Economic Report of the President, July 30, 1948, 
p. 7. 


of prospects that the 1948 tax reduc- 
tions and the increase in Federal spend- 
ing may produce a substantial budget 
deficit, that corporate book profits after 
taxes may continue at their high 1947 
and 1948 levels, or increase, and that 
allocations and other controls may have 
to be restored because of shortages 
which are accentuated by the large ex- 
penditures for military and interna- 
tional programs. 

The excess profits tax has a semantic 
advantage over all other taxes, for defi- 
nitions of excess include “ beyond suffi- 
ciency (or) necessity,” “ immoderate- 
ness,” and “superfluity.” The public 
is likely to be led by the name of the 
tax to conclude that the “ excess prof- 
its” are necessarily excessive in fact as 
well as in name, and to believe that a 
special tax on these profits must be a 
good tax and the higher the rate the 
better. But the designers of excess 
profits taxes have never been able to 
construct a tax that fully lived up to 
the name. Labelling certain profits as 
excess profits does not make them so 
and there is no simple chemical test 
which, when applied to profits, will 
turn the excess part a distinctive color.* 
If all factors could have been known 
and applied, some profits that in the 


3 See testimony of Secretary Vinson before the 
Senate Finance Committee, Hearings on Revenue 
Act of 1945, 79th Cong., Ist sess., p. 24. Secre- 
tary Vinson stressed the defects in the measurement 
of excess profits as an important reason for the re- 
peal of the excess profits tax. 
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past were taxed as excess would have 
been seen to be normal and some profits 
that were called normal would have 
been taxed as excess. Such deficiencies 
are present in all taxes, to be sure, but 
the difficulties of avoiding or overcom- 
ing them are peculiarly great in the ex- 
cess profits tax. 

Excess profits taxation has many as- 
pects, which have been discussed in an 
extensive literature. The purpose of 
this article is a modest one, to refresh 
our memories about the problems that 
are always met in attempting to meas- 
ure excess profits, and to inquire how 
these problems would be involved in 
the consideration of an excess profits 
tax for 1949. 


Il. CONCEPTS OF EXCESS PROFITS 


In the designing of excess profits 
taxes, two competing concepts have ap- 
peared again and again, one the excess 
of profits in the war emergency over 
the profits of a normal period of time, 
the other the excess of profits over a 
normal rate of return on capital. 


High Profits Resulting from the War 


The concept that profits are excess 
profits to the extent that they are high- 
er than they would have been if the war 
emergency had not taken place is a 
simple one in essence although not in 
application. The clearest case is that of 
war contractors and for this reason they 
have been singled out for special tax 
treatment. In 1916 a tax was imposed 
on the profits of munitions makers.* 
The general excess profits tax imposed 
higher rates for 1919 and 1920 on prof- 
its from government contracts made 


4 Revenue Act of 1916, Pub. L. 261, 64th Cong., 
Title III. (Approved September 8, 1916) 
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during the war, than on other profits. 
In the middle 1930’s the profits on 
construction of ships and airplanes for 
the Navy were limited to certain per- 
centages of contract price, the excess 
being recaptured by the government.® 
Early discussions of the excess profits 
tax in 1940 explored the possibility of 
limiting that tax to war contractors, 
and the idea was abandoned by its spon- 
sors only with reluctance. The provi- 
sions for the renegotiation of war con- 
tracts introduced during World War II 
were a further application of this con- 
cept that excess profits are particularly 
likely to arise in the case of war con- 
tractors. 

But higher profits during a war 
emergency are not limited to war con- 
tractors. War contracts usually apply 
only to the last stages of production, 
but producers of the raw materials may 
also receive especially large profits. In- 
dustries not in the direct line of war 
production benefit also, for example, 
restaurants or motion picture theaters 
near war plants. Moreover, by divert- 
ing production to military purposes, 
war causes shortages of civilian goods 
and thus places the producers of many 
kinds of goods in position to secure ex- 
traordinary profits. Accordingly, the 
excess profits taxes of both wars were 
not limited to war contractors but have 
had general application. 

An accurate determination of how 
much higher profits are than they 
would have been had the war emer- 
gency not taken place, would involve 
a computation of the profits which the 
business would have made during the 


5 Revenue Act of 1918, Pub. L. 254, 65th Cong, 
sec. 301 (c). (Approved February 24, 1919) 


6The first of several acts on this subject was the 


_Vinson-Trammell Act of 1934. 48 Stat. 505. 
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emergency years if there had not been 
any emergency. The impossibility of 
such a procedure necessitates substitut- 
ing a computation of the excess of prof- 
its during the emergency over the 
profits of some actual “ normal ” period 
of time. This substitute computation 
may give a widely different result than 
would the original computation if it 


could be made. 


High Rate of Return on Capital 


The competing concept, that excess 
profits are the profits beyond a standard 
rate of return on capital, is essentially 
the concept applied in government rate- 
making for public utilities. The proper 
income of the public utility is deemed 
to be the amount required to give a 
fair return on a fair value of capital, 
and the rates for utility service are set 
so that the profits may be as nearly as 
possible equal to that amount. The ex- 
cess profits tax differs from such rate 
regulation in that it does not affect, at 
least directly, the prices charged, but 
instead recaptures for the general pub- 
lic in tax some part of the excess profits 
received by the company. This is per- 
haps the only concept of excess profits 
that would be applicable in time of 
peace. It has been urged as being the 
desirable method to use in time of war 
on the ground that in war all profits 
are in effect made out of the war and 
it is only fair that especially high prof- 
its be recaptured, regardless of the pre- 
war experience. This is supported by 
the argument that high rates of return 
on capital in time of peace are not really 
normal. With effective competition 
the high returns are temporary, and 
since they would not continue in peace- 
time, they should not limit the wartime 
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tax. If the high returns do, in fact, 
continue permanently in peacetime, it 
ig argued, they are the result of monop- 
oly factors, in which case they should 
be subject to special taxation in both 
peace and war. 

The special taxation of higher profits 
received during the war regardless of 
prewar experience gives some support 
in logic to the exemption of individuals 
from excess profits taxation. While 
historically the exemption has been 
granted because the conceptual and 
measurement difficulties made adminis- 
tration and compliance impractical, the 
exemption has been justified on the 
ground that the income of individuals 
is subject to the high wartime rates of 
the individual income tax. This justi- 
fication fails when the normal base 
period earnings standard is used for the 
excess profits tax, because the income 
tax rates apply to all income received 
during the war, whether the income has 
increased, decreased, or remained the 
same as compared with the prewar 
period. 


Conflict of Excess Profits Concepts 


Although invested capital and nor- 
mal base period concepts of excess prof- 
its lead to very different results, every 
‘excess profits tax law has included some 
use of both concepts. In most of the 
laws the principal use of the return on 
invested capital has been to set a floor 
below which profits are not classed as 
excess profits regardless of whether 
they are higher than the profits of the 
prewar normal period. In the excess 
profits taxes of World War I there was 
also a ceiling return on invested capital 
above which profits would be taxed as 
excess profits regardless of the amount 














of prewar profits.’ It is only when 
there is a ceiling rate of this kind that 
the invested capital concept is really 
used to measure excess profits; in the 
absence of the ceiling the use of a 
“floor” rate of return on capital is a 
relief measure added to a tax which 
adopts the normal base period earnings 
concept of excess profits. The World 
War II act had no ceiling rate of re- 
turn based on invested capital ‘above 
which all profits were taxed. The 
Treasury proposal of 1940 contained 
such a ceiling, but after a very vigor- 
ous fight the proposal was defeated.® 
The World War II excess profits tax 
thus employed the normal base period 
earnings concept of excess profits, with 
a graduated percentage of invested cap- 
ital allowed as a “ floor ” or relief meas- 
ure. 


Ill THE MEASUREMENT OF PROFITS 
ABOVE THOSE OF A NORMAL PERIOD 


Defects of a Normal Base Period 


It is literally impossible to determine 
how much profit any business organi- 


7 This statement refers generally to the excess 
profits tax legislation of the first World War. The 
war excess profits tax of 1917 had both a floor (7 
per cent) and a ceiling (9 per cent) based on in- 
vested capital. (Pub. L. No. 50, 65th Cong.) The 
1918 legislation provided an excess profits tax and 
a war profits tax. The excess profits tax was im- 
posed on profits in excess of 8 per cent of invested 
capital. The war profits tax was imposed on profits 
in excess of the average for the years 1911-1913, 
with a floor of 8 per cent of invested capital in the 
taxable year. (See note 5) Both taxes allowed 
a specific exemption of $3,000. 


8 The ceiling provision was a vital part of the 
Treasury excess profits tax proposal. It wound up 
being a floor and not a ceiling, since the taxpayer 
was allowed the option of using an average earnings 
credit based on the profits of the normal base period 
or a credit based on invested capital. A general 
misconception seems to prevail that the excess profits 
tax passed in 1940 was a compromise between Treas- 
ury and Joint Committee Staff proposals. While 
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zation would have earned if the war 
or emergency had not taken place. 
What would have been the level of na- 
tional income, of consumer demand, of 
business investment? What new con- 
cerns would have been started? What 
new techniques would have been de- 
veloped? What changes in manage- 
ment would have taken place? What 
mergers and limitations on competition 
would have occurred? What develop- 
ments would have taken place in inter- 
national trade? These are unanswerable 
questions. To rely on computations 
made in an attempt to answer them 
would certainly result in major al- 
though incalculable error. To calculate 
the effect on profits of the war emer- 
gency, it is accordingly necessary to 
fall back on some period of time before 
the emergency arose and use the profit 
experience of this base period as a 
standard for measuring excess profits 
during the emergency period. The cal- 
culation is a rough and arbitrary ap- 
proximation, because neither absolute 
nor relative profits of various business 
organizations during this normal base 
period are the same as they would have 
been in the taxable period had the emer- 
gency not taken place. 

One major source of deviation be- 
tween the so-called normal base period 
and the taxable period under normal 
conditions, is the unequal rates of 
growth and decline that different busi- 
ness concerns would have experienced. 
A healthy free enterprise system has a 
continual succession of changes involv- 
ing the entry of new concerns, the 
expansion of some concerns, and the 





many provisions of the Treasury plan remained in 
the act as one of the options available to taxpayers, 
the heart was cut out of the Treasury plan. 
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failure of others. The use of the nor- 
mal base period tends to freeze the 
profit relationships of corporations as 
they were before the emergency with- 
out regard to inevitable and desirable 
changes. The effects of using the nor- 
mal base period become more and more 
unsatisfactory as the taxable year is 
farther and farther removed from the 
base period. 

Another source of deviation between 
the normal base period and taxable 
period under normal conditions is the 
business cycle. Economic activity runs 
in cycles which, for different business 
organizations, show marked variations 
in period, amplitude of fluctuation, and 
effects on profit. Different business 
organizations will be in different stages 
of their cycles during the so-called nor- 
mal base period. Any period of years 
will have this defect; some years chosen 
as normal base period years may have 
been so exceptional and distorted thax, 
even for business on the average, they 
would not be desirable as a measure for 
the excess profits tax. 


Problem of Correcting Abnormalities 
in Base Period Earnings 


Various methods have been employed 
in an effort to adjust the profits of base 
period years so that they will serve as 
an equitable standard of excess profits 
in the emergency period. An obstacle 
to the full use of these methods is the 
political impossibility of adjusting in a 
downward direction the base period 
earnings of those corporations which 
had an abnormally favorable experience 
in the base period. The uncertain char- 
acter of such adjustments strengthens 
the universal resistance of taxpayers to 
losing any tax advantages which they 
may enjoy. The obstacle is a very seri- 
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ous one because it makes gross discrim- 
ination inevitable. Even though sub- 
normal base period earnings are adjusted 
upward with great accuracy, the corpo- 
rations which had abnormally high 
earnings in the base period will escape 
all or part of the excess profits tax 
which they should pay. 

Earnings in base period years may 
have been abnormally low because of 
physical factors such as fires, floods, 
strikes, and so on. If these involved 
only a minor portion of the base period, 
their effects may be measured with a 
reasonable degree of accuracy, although 
in many cases the indirect effect would 
be difficult to compute. In general, 
however, the most important causes of 
abnormally low earnings in the base 
period are economic in character. Was 
the industry or a particular firm in the 
industry undergoing a period of growth 
and expansion, or of decline? If busi- 
ness in general was in an abnormally 
low phase of the business cycle, was the 
industry or the particular firm subject 
to a fluctuation of greater amplitude 
than average? Or did the industry or 
the firm have a special cycle which was 
in a low phase when the cycles of others 
were not? Did some change in the 
nature of the business take place during 
the base period so that its earnings in 
that period did not reflect its earning 
capacity? By what amount should the 
base period earnings be increased to ad- 
just for these abnormalities? Questions 
of this kind cannot be answered by 
ordinary accounting procedures. They 
can only be approximated by economic 
analysis and economic judgment. Any 
two persons or groups of persons mak- 
ing such a determination might differ 
by perhaps as much as 20 to 50 per 
cent with neither probably more right 
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than the other. This kind of adjust- 
ment obviously is not one which can 
be effectively made by the usual type 
of tax administrative procedure and 
appeals. 


IV. EXCESS PROFITS MEASURED BY 
INVESTED CAPITAL 


Difficulties of both concept and 
measurement are met in designing an 
excess profits tax using a normal rate 
of return on invested capital. Of great 
importance among numerous problems 
of design are the definition and valu- 
ation of capital, variations in the con- 
tributions of personal service to profits, 
and differences in risk among industries. 


Definition and Valuation of Capital 


In previous excess profits taxes, 
invested capital was defined in terms of 
the number of dollars that had been in- 
vested in the business. This amount 
can be determined by adjusting the 
original investment for withdrawals of, 
and additions to, capital, including re- 
invested earnings. Although some ac- 
counting headaches are involved, this 
concept of capital permits reasonable 
accuracy in measurement. For many 
corporations the computations have al- 
ready been made. 

The concept of invested capital as the 
number of dollars invested in the busi- 
ness has, however, met with strong 
criticism. Businessmen, especially, are 
likely to view invested capital as the 
current value of the capital of the busi- 
ness. They stress the importance of 
goodwill as a business asset, the wide 
fluctuations that occur in the purchas- 
ing power of the dollar, and the fre- 
quency of turnover in the ownership of 
corporate stocks. From their view- 
point the number of dollars of capital 


NATIONAL TAX JOURNAL 


[Vox I 


invested in a given concern leaves much 
to be desired as a base for excess profits 
taxes. Corporations that are identical 
in all respects except the time at which 
funds were invested may have widely 
differing capital bases for excess profits 
tax purposes depending on the price 
levels prevailing at the time of invest- 
ment. Similarly, corporations with the 
same capital base may have widely dif- 
fering values of assets and be doing 
widely differing volumes of business. 
The sale of a corporation as a business 
unit might entirely change its capital 
base, while transfers of shares of stock 
would ordinarily have no effect upon 
it. The stock in many corporations 
changes hands from year to year and 
the prices paid by succeeding stock- 
holders reflect estimates of the future 
earning prospects of the business, not 
the number of dollars originally invest- . 


ed. 


Presumably, earnings retained and 
reinvested by the corporation would be 
included in its invested capital. Meas- 
uring the amount of earnings that have 
been reinvested in the business can be 
done with relative ease under account- 
ing rules, but these rules fail to allow 
for many outlays which add greatly to 
the economic value of the organization. 
Expenditures for research in developing 
a patent are often expensed and do not 
add to capital; if capitalized, they meas- 
ure only the cost of development and 
not the value of the resulting patents. 
Accordingly, a company that bought 
a patent would show its full value as 
part of capital, while a company which 
developed a patent might show only 
a small part of this value. The situ- 
ation is similar for goodwill of all kinds. 
Goodwill, which the corporation devel- 
ops adds little or nothing to invested 
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capital, while for buyers of goodwill, 
the amount paid is included in the in- 
vested capital. A general policy of 
buying and selling patents and trade- 
marks would raise everyone’s capital. 
The retraining of labor, the develop- 
ment of new methods, such as a new 
assembly line, and the general acquis- 
ition of “know how ” also add earning 
capacity but do not increase the book 
investment. To value these factors at 
their market value would in effect re- 
quire a determination of the selling 
price of the business as an operating 
unit. 


For purposes of assessing certain state 
taxes, the value of the capital of a busi- 
ness is measured by the value at which 
the business could be sold as an oper- 
ating unit. The selling price of a 
business depends largely on its cur- 
rent and expected profits. This meth- 
od of valuing capital is unsuitable for 
measuring excess profits; its use would 
defeat the purpose of the tax. Corpo- 
rations with high profits resulting from 
the war emergency would have high 
capital values, and all or a large part 
of their profits would be exempt from 
the excess profits tax. This result 
would be avoided if the value of the 
business was determined not during the 
emergency period but shortly before 
the emergency was generally foreseen. 
The market value of the business at 
that time would reflect the economic 
capital with which the business entered 
the emergency period. It is not prac- 
tical, however, to apply this type of 
valuation to excess profits taxation. 
Relatively few businesses are bought 
and sold as operating units. If the 
market value of a given corporation 
were computed from the market values 
of its stocks and bonds, the resulting 
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total might be substantially more or 
less than the economic capital of the 
business. Moreover, numerous corpo- 
rations have no open market for their 
securities and accordingly no ascertain- 
able market value. An elaborate assess- 
ment would be necessary in which 
engineering and economic valuations 
would be combined with valuations 
based on prices of bonds and stocks. 
The time and personnel required to 
make such a valuation for all the cor- 
porations subject to excess profits tax 
would be virtually prohibitive, and in 
many cases no value could be deter- 
mined. This concept of capital must 
accordingly be abandoned for excess 
profits tax purposes because it could 
not be administered in a reasonable time 
and at a reasonable cost. 

Borrowed capital also presents a dif- 
ficulty in concept although not neces- 
sarily in measurement. Allowance of 
borrowed capital and of reinvested 
earnings as part of invested capital may 
encourage the undue enlargement of 
invested capital for the purpose of re- 
ducing the excess profits tax. 


Segregation of Profits from Personal 
Service Income 

The use of a percentage of invested 
capital as a measure of normal profits 
and of excess profits implies limiting the 
tax to the earnings of capital. In large 
corporations with a widely distributed 
stock ownership, stockholders and man- 
agement are distinct and often almost 
completely separate groups. In such 
corporations it may be assumed that 
the personal services which people ren- 
der to the business are compensated for 
by the salaries which they receive. Any 
surplug value of services is a return 
on capital to stockholders and properly 
included for excess profits tax compu- 
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tation. In small and closely held corpo- 
rations where large stockholders are 
also the principal executives, however, 
the interests of stockholders and man- 
agement are too close to permit the as- 
sumption that salaries reflect the value 
of the services of the officers. Salaries 
may be much too large or much too 
small. What management does not re- 
ceive in salaries it will receive in large 
part in dividends or in larger business 
net worth. In some lines of business, 
the contribution of the principal stock- 
holders may account for a large part 
of the earnings of the business. En- 
gineering, accounting, and other per- 
sonal service organizations present the 
problem in its most acute form, but it 
is present in varying degrees in a large 
variety of corporations. The arbitrary 
inclusion or exclusion of specific indus- 
tries involves inequities for others. 
There is no feasible way of measuring 
the extent to which profits in a given 
situation are peculiarly attributable to 
personal services. 


Variations in Risk 

A final major difficulty with using in- 
vested capital in the excess profits tax 
base arises from the different risks run 
in different industries. In some indus- 
tries a majority of concerns have fair 
assurance of moderate success; in others, 
the rate of failure is very high; if inves- 
tors are to put their funds into the 
latter, an opportunity must be afforded 
for the successful corporation to make 
relatively high profits. An excess prof- 
its tax with no allowances for differ- 
ences in risk thus imposes a uniform 
rule on corporations in widely differing 
situations. For peacetime, the failure to 
allow for differences in risk would have 
intolerable effects both on the equity 
of the tax and on investment in risky 
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enterprises. In a war emergency, the 
effect may be less important since the 
emergency may be such that all con- 
cerns will make profits and thus, for 
the period of the emergency, the un- 
usual risk factor will have been elim- 
inated. If, however, the peacetime 
pattern of risks remains during the war 
emergency, allowance for the risk fac- 
tor is important. Only through eco- 
nomic studies of every industry could 
a reasonably acceptable estimate of rela- 
tive risks be made. Such economic 
studies are scarcely feasible. In our 
excess profits tax acts of the past there 
has not been any allowance for vari- 
ations in risk. It may be noted that the 
difficulty of measuring risks is an im- 
portant obstacle to the application of 
the excess profits tax in time of peace. 


Vv. MEASUREMENT PROBLEMS AND THE 
RATE OF TAX 


Makers of tax policy react to the dif- 
ficulties of measuring excess profits by 
allowing large credits of exempt profits 
and ample relief provisions in an effort 
to see that no dollar is taxed as excess 
profits that should not be so taxed. 
This reduces hardship in some cases and 
also reduces public criticism, but it 
does not insure equity in the tax, since 
large amounts of profits that belong in 
the excess profits category escape the 
excess profits tax. Narrowing the tax 
base makes it necessary to impose rela- 
tively high rates of tax if the desired 
revenue is to be secured. High rates 
are encouraged also by the public atti- 
tude that excess profits ought not to be 
received at all and accordingly should 
pay the highest feasible tax. 

The tendency to high marginal rates 
may greatly impair the efficiency of 
business operation and lead to wasteful 
use of resources at a time when such use 
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is particularly objectionable. High 
marginal tax rates tend to make man- 
agement less concerned with improving 
production methods, with the prices 
and wages paid (this has been alleged 
to be one of the reasons labor union 
leaders have favored excess profits 
taxes), and with unnecessary advertis- 
ing, traveling expenses, and other ex- 
penditures, especially if the payments 
are expected to purchase goodwill that 
will be valuable in later years. These 
tendencies were observed to be wide- 
spread during the wartime excess profits 
tax. High marginal rates also impair 
incentives to carry on business, but dur- 
ing a war emergency this is not likely 
to be a serious block on production. 
Patriotism tends to offset the effect, and 
heavy demand during the emergency 
reduces the risks of loss which are large- 
ly responsible for reluctance to produce. 


VI. -MEASUREMENT PROBLEMS AND THE 
SCOPE OF THE TAX 


Exemption of Small Corporations 


The difficulties of measuring excess 
profits have promoted a tendency to 
think of the excess profits tax as one to 
be limited to large corporations, with 
substantial exemptions that would ex- 
clude the great majority of corpora- 
tions. Such exemptions decrease the 
difficulties of administration and com- 
pliance by reducing the number of tax- 
payers and eliminating most of the 
corporations that have substantial per- 
sonal service incomes. The exemptions 
also may be expected to reduce public 
criticism of the vagaries of the tax and 
may shift the political balance from op- 
Position to support, but these are not 
acceptable arguments in the present 
context. High exemptions would have 
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two unfortunate effects. They would 
exclude from the tax substantial 
amounts of profits that belong in the 
excess profits class, for small corpora- 
tions often show large profit increases 
resulting from the emergency and 
large returns on capital. High exemp- 
tions would in effect increase the use 
of progression in corporation taxation. 
The issue of progressive rates on corpo- 
rate incomes may well deserve further 
consideration, but the enlargement of 
progression under the guise of an ex- 
cess profits tax is not a praiseworthy 
method. 


Exemption of Proprietorship and 
Partnership Businesses 


Experience has shown that it is not 
practical to apply the excess profits tax 
to proprietorships and _ partnerships. 
One reason is that it would be too ex- 
pensive to apply the complicated meas- 
urements of excess profits to so vast a 
number of businesses. Moreover the 
defects of excess profits measurement 
are particularly great for proprietor- 
ships and partnerships. The very wide 
fluctuations observed in the profits of 
small businesses show that there is not 
an even approximately normal base 
period for these businesses. The provi- 
sion of an allowance for normal growth 
after the base period is particularly 
necessary for small and potentially 
growing businesses, and particularly 
difficult to estimate for any specific 
business concern. Personal service in- 
come cannot be segregated from income 
earned on business capital except by 
some arbitrary formula which would 
impose uniformity on widely diverse 
situations. The segregation of the 
business capital from the personal cap- 
ital of an individual is virtually impos- 
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sible because in the absence of limited 
liability all of the individual’s assets, 
wherever invested, may be at risk in 
each of his separate business ventures. 

The reasons for exempting individual 
and partnership businesses from the ex- 
cess profits tax are good and sufficient, 
but the exemption is regrettable on 
grounds of justice and it leaves an im- 
portant gap in the taxation of excess 
profits. There is every reason to be- 
lieve that proprietorships and partner- 
ships receive substantial amounts of ex- 
cess profits. 


Exemption of Nonbusiness Incomes 


By definition, profits exclude non- 
business incomes, but in time of war 
many such incomes have some of the 
characteristics of excess profits. Meas- 
urement problems have been in part 
responsible for restricting taxes of the 
excess profits tax type to business in- 
come. During World War II many 
members of Congress believed that spe- 
cial income taxes should be placed on 
Wartime increases in personal compen- 
sation and other forms of income. In ef- 
fect, such taxes, had they been adopted, 
would have been excess income taxes, 
with excess measured over a normal 
base period income. Proposals for taxes 
of this kind were not adopted, partly 
because of the administrative and com- 
pliance difficulties involved, partly be- 
cause some allowance for the normal 
growth of personal compensation and 
professional incomes would have had to 
be made but would have been impos- 
sible to estimate satisfactorily for spe- 
cific persons, and partly because of the 
fear that additional personal effort dur- 
ing the war period would be restricted 
by high taxes on increases in income. 


NATIONAL TAX JOURNAL 


[Vot. I 


Yet it must be recognized that consid- 
erable amounts of income resulting 
solely from the war and analogous to 
excess profits escaped special taxation. 


VII. THE PROBLEM OF MEASURING 
EXCESS PROFITS IN 1949 


The experience with excess profits 
taxation in two wars will be very help- 
ful to designers of an excess profits tax 
for 1949. Because of those taxes it 
should be easier for corporations to 
comply with a new excess profits tax. 
Many of the required computations 
have already been made and need only 
to be brought up to date. Moreover the 
idea of a special board to apply relief 


measures based on economic analyses is 


no longer novel. 

For several reasons, however, the 
problems of measuring excess profits 
are more difficult for 1949 than they 
were for earlier years. 


Adjustment of Profits in the Taxable 
Year 


Since the economy was operating at 
virtually top speed during 1947 and 
1948, a further general increase in busi- 
ness profits would be largely attrib- 
utable to inflation, as were considerable 
portions of the profits of those years. 
In a period of rapidly rising prices book 
profits based without adjustment on 
money receipts and costs do not meas- 
ure real or economic profits. Moreover 
the relationship between money profits 
and real profits may vary widely among 
different business concerns and different 
industries. The adjustment of profits. 
to price changes is difficult; but with 
an excess profits tax would be virtually 
imperative because otherwise the high 
rate might eat into capital. Inventory 
profits and depreciation are notable ex- 
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amples of items in which adjustments 
would be required. 


Defects of Available Base Periods 


The years available for use as a base 
period of normal earnings for an excess 
profits tax in 1949 would be less satis- 
factory than the period used in either 
world war. The 1936-39 period, which 
was used for the World War II tax, has 
been outdated by the rapid changes of 
the past decade which has seen expan- 
sion, decline, mergers, and new busi- 
nesses. The years 1936 through 1939 
give no recognizable concept of normal 
relationships of profit among specific 
concerns for 1949 and thereafter. The 
years 1940 through 1945, when the ex- 
cess profits tax was in effect, were them- 
selves war years and obviously not years 
on which a later excess profits tax 
should be based. The year 1946 was a 
period of reconversion. The years 1947 
and 1948 were themselves far from 
normal, being marked by extremely 
high profits, which were not uni- 
formly shared among different indus- 
tries. Many advocates of excess profits 
taxation would wish to tax earnings as 
high as those of 1947 and 1948. To use 
all or some fraction of the 1947-48 
profits as a normal base period would 
tend to perpetuate the distortions of 
those years. The corporations that 
would have the highest base period 
earnings and would thus be protected 
against the excess profits tax would to 
a large extent be the ones that would 
benefit the most from the new defense 
program. 


Invested Capital Problems 


The invested capital base also has 
special difficulties for a 1949 excess 
profits tax. These grow primarily out 
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of the great increase in costs of capital 
which have taken place over the last 
decade. The variations in the price 
levels at which capital was invested are 
probably much wider than they were 
at the beginning of World War II. 
The treatment in invested capital of 
assets acquired under certificates of 
convenience and necessity and com- 
pletely depreciated would pose an ad- 
ditional problem which was not present 
in 1940. 

It has been suggested that invested 
capital might be used to set a ceiling on 
normal profits. Such a ceiling based on 
invested capital would face the same 
political obstacles as in 1940, accentu- 
ated by the fear that it would lead to 
a policy of limiting profits in time of 
peace. The determination of a fair ceil- 
ing rate would be made difficult by the 
great variation in price levels at which 


‘ capital had been invested. What might 


be a generous ceiling rate of return for 
capital invested at current prices might 
be very low for capital invested years 
ago at lower price levels. 


Relief Provisions 


Some advocates of excess profits tax- 
ation would solve all difficulties of con- 
cept and measurement by recourse to 
relief provisions. For some difficulties, 
relief provisions offer little hope of solu- 
tion. Invested capital vagaries, such 
as intangibles and the problem of per- 
sonal services, are scarcely soluble. 
Base period earnings can never be made 
an accurate equivalent of what the 
corporation would have earned during 
the taxable year in the absence of the 
emergency. Abnormally high base 
period earnings cannot be reduced; 
this is a political and not a technical 
problem. 
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Where relief can be applied, as in the 
correction of base period abnormalities 
of particular corporations, the problem 
is one of economic analysis and the ap- 
plication of economic judgment rather 
than a problem of accounting. Neither 
the relief afforded by the 1918 act nor 
that by the 1942 act can be considered 
a success. Perhaps the chief difficulties 
have been the attitudes of the taxpayers 
and the administrators who have failed 
to see the basic distinction between the 
administration of relief provisions and 
of the tax in general. To be successful, 
relief provisions must be administered 
in a fashion much different from 
traditional tax administration. The 
American taxpayer and his accountants 
and lawyers and the tax administrators 
as well are used to an intricate pro- 
cedure with many opportunities for ap- 
peal. This type of procedure is not 
suited to the application of relief pro- 
visions. The matters at issue do not 
lend themselves to reaching provable 
conclusions. Prompt decision and final- 
ity are important. The type of judg- 
ment required is that which is recog- 
nized as necessary in the application of 
wartime controls, of which the excess 
profits tax is itself an example. 

Several considerations suggest that re- 
lief provisions should be administered 
by a distinct agency entirely separated 
from other tax administrators. This 
agency would be a board of persons 
whose sole duty it was to determine 
what corrections in normal earnings, 
invested capital, or rate of return need- 
ed to be made‘ to produce a correct 
statement of excess profits. Its judg- 
ment should not be subject to any other 
considerations. The unusual proced- 
ures which would have to be followed 
should be separated as far as possible 
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from regular tax administration so that 
there would be no fear or danger of 
their spreading. Finally, since the 
board would gather no honor and 
would likely be severely criticized from 
several directions, it is desirable that 
when its work was completed, its illwill 
should be buried with it, not carried by 
tax administrators as a burden impair- 
ing their relations with taxpayers in 
future years. It need only be men- 
tioned that giving governmental bodies 
powers of this kind is a serious depart- 
ure from a “government of laws” 
and contains the seeds of corruption, 
political punishment, and other abuses. 
The departure can be justified only in 
emergencies, which means that an ex- 
cess profits tax that requires relief pro- 
visions is suited only for emergencies. 


Importance of Measurability as 
a Tax Consideration 


A tax that is completely arbitrary be- 
cause completely unmeasurable has no 
place in any tax system. While the ex- 
cess profits tax suffers from difficulties 
and defects of measurement, it does not 
belong in that class. Excess profits can 
be defined so that with minor excep- 
tions only clearly excessive profits are 
subject to the tax. This of course im- 
plies a tax with a narrow base that ex- 
cludes substantial amounts of profits 
which are as truly excessive as those 
taxed. But the tax can help limit high 
profits, which in time of war is impor- 
tant. In war, the excess profits tax is 
one of the broad measures which gov- 
ernment adopts to maintain economic 
and social stability. Without the tax, 
rationing, farm price control, wage con- 
trols, high personal taxes, and other 
sacrifices and unusual burdens of war 
would scarcely be tolerated by the non- 
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business groups in the community. The 
excess profits tax has become a symbol; 
without it the public would not believe 
that the business world was carrying 
its fair share of the war load. The tax 
contributes to social justice at a time 
when shifts in demand and tremendous 
increases in total demand permit stra- 
tegically located individuals and corpo- 
rations to profit from the national 
emergency in amounts that are exces- 
sive by virtually any standard. 

The Congress and the public have 
not, however, shown much inclination 
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to adopt or retain the excess profits tax 
in time of real peace. The difficulty of 
measurement is not the only objection 
to the tax in time of peace, but it is a 
significant one. In a period of “ armed 
camp peace” the balance of consid- 
erations is more difficult to deter- 
mine. Actual fighting may not be 
necessary to the existence of virtu- 
ally all the conditions of a war econ- 
omy, when major injustices, which the 
excess profits tax can help correct, are 
likely to overshadow the inequities of 
measuring excess profits. 








SOME REASONS WHY PROPERTY IS POORLY ASSESSED 
FOR TAXATION 


H. CLYDE REEVES * and LEA PARDUE * 


ROPERTY taxes are a less important 
source of state and local revenue than 
formerly. They are, however, still the 
largest source of local revenue and are called 
upon to yield more tax dollars than ever 
before. 

From the simple beginning when colonies 
classified land according to quality and im- 
posed a specific tax per unit, the job of valu- 
ing property for taxation has become pro- 
gressively more complex. Today the liter- 
ature of assessment is exhaustive and the 
techniques and tools are ample. Still, gen- 
erally, the assessment job is poorly done. 

The classification of property for rate 
differentials and the tendency of states to 
abandon the source in favor of local juris- 
dictions have simplified but failed to solve 
the assessment problem. 

Many states have recently passed legisla- 
tion designed to improve property assess- 
ments. Others are considering remedial 
programs. Much of the current interest in 
improving assessments stems from the desire 
to increase local revenues. Frequently the 
campaign is specifically aimed at correcting 
inequities in the assessment of real estate and 
certain classes of tangible personalty by 
local officials. The pattern of reform being 
followed is not uniform except that it in- 
volves some element of state leadership. In 
many states concern exists regarding the 
soundness of the basic approach. 

The reasons for inadequate and inequit- 
able assessments vary, but among them there 
appear certain common denominators which 


* Mr. Reeves is Kentucky Commissioner of Reve- 
nue; Miss Pardue is a member of the staff of the 
Division of Research, Department of Revenue, Com- 
monwealth of Kentucky. 


may have general validity. In many in- 
stances these denominators are as old as the 
problem and as well known. The current 
interest may justify their review. The pat- 
tern of the cause of bad assessments should 
cast a shadow that will outline a working 
pattern for reform. 

There is a tendency to point all criticisms 
of property tax administration directly 
against the local assessors. There is some 
justification of such criticisms; however, no 
more should be expected from the assessors 
than the circumstances justify. Assessors 
should not be expected to be “ wonder” 
men when they are selected without regard 
to qualification and when their compensa- 
tion is low. Irrespective of an assessor’s 
desire to do a good job, he is frequently 
severely handicapped by lack of training 
and inadequate tools and manpower. More- 
over, the public attitude concentrates more 
on lowering individual assessments than on 
improving assessments, increasing services, 
or lowering tax rates. 

Assessing officers who are elected by popu- 
lar vote are often selected for reasons totally 
unrelated to ability to assess property. Even 
when capable men are elected, they may 
allow themselves to submit to certain pres- 
sures, thinking it necessary for re-election. 
However, this point has probably been over- 
emphasized. Many of the best assessors in 
the country are elected officials and have 
been elected year after year. Apparently it 
has not occurred to some assessors that good 
assessing may be good politics. 

Compensation for assessors is generally 
low. Therefore, it is hard to attract capable 
men to accept the jobs. Not many men 
are so imbued with a sense of public service 
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that they are willing to accept the assessor’s 
job at a meager salary when they could be 
earning a great deal more in private busi- 
ness. The job is underpaid, not only on an 
absolute basis but also on a comparative 
basis. Other local officers are often paid 
more than assessors, and this tends to under- 
rate the job. Some of the salaries are so low 
that it is obvious that the incumbent of the 
office must have some other means of liveli- 
hood. Thus, the job is neglected and be- 
comes a “ sideline ” employment. 

Closely related to the problem of compen- 
sation is the problem of having too many 
assessors. Some assessment districts are so 
small that they cannot afford to pay the as- 
sessor a reasonable wage for reasonable time 
spent doing the job. 

A substantial business would not attempt 
to operate without an adding machine or 
typewriter and systematic records — yet 
many assessors do. Many assessing offices 
do not have any files; the tax lists are simply 
stacked on shelves to collect dust. In some 
cases they are not even in alphabetical or- 
der. Property identification methods are 
often lacking. Accurate up-to-date tax 
maps are rare in many states. Where prop- 
erty descriptions exist they are usually in- 
adequate. Descriptions are often based on 
the old “ more or less” deeds? and fail to 
make use of construction cost data and land 
capability surveys. 

In the case of personalty and new assess- 
ments the assessor either accepts the tax- 
payer’s estimate of value or uses the “guess” 
method of valuation originally The orig- 
inal assessment may seldom be changed ex- 
cept on complaint by the taxpayer. Some 
assessors follow the practice of increasing 


1Not uncommon are descriptions which read 
about as follows: “ Beginning at a point marked by 
a pile of limestone rock, continue eastwardly 500 
feet, more or less, to a small dogwood tree; thence 
northwardly 600 feet, more or less, to a small creek; 
thence westwardly along said creek 500 feet, more 
or less, to where the creek intersects with Brown’s 
Mill Road; thence southwardly 585 feet, more or 
less, to the point of beginning.” 
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assessments when property is sold, making 
possible the determination of market value. 
Similar properties are not correspondingly 
increased. This practice leads to gross in- 
equalities. 

Inequalities may creep in when review 
boards make adjustments on complaints 
from taxpayers. Taxpayers who do not 
complain may be as much overassessed as 
those who do and get their assessments 
reduced. 

Diffusion of responsibility among local 
assessing officers, local review and equaliza- 
tion boards, and state officials causes con- 
fusion. All of them may have the author- 
ity to list omitted property. Local and state 
review and equalization boards often have 
conflicting duties; consequently, there is a 
tendency to shift responsibilities. 

Rate limitations tend to cause assessments 
to be adjusted rather than rates. If a tax- 
payer feels that his property taxes are too 
high, he does not try to get the rate reduced; 
he tries to get his assessment lowered. Such 
adjustments for individual taxpayers usually 
mean poor and unequal assessments. 

Overlapping taxing districts which make 
independent assessments not only mean un- 
necessary expense to taxpayers, but also 
lessen taxpayer morale and encourage the 
seeking of tax favors. Where overlapping 
assessments are made, the same property fre- 
quently has two values for property tax pur- 
poses. The lower one is used to pull the 
other down or vice versa, and it becomes 
obvious to the taxpayer that equitable rela- 
tion to value is not the controlling factor 
in assessments. 

Poor assessments by local governments 
are often deliberately that way. Local 
property owners are frequently assessed rel- 
atively lower than nonresident property 
owners. This is especially true in the case 
of public service corporations. If the prop- 
erty of these corporations is assessed at full 
value or at a higher ratio of assessed to mar- 
ket value, the local taxpayer does not pay 
his proportionate share of the tax burden. 
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In those states that impose jurisdiction-wide 
percentage increases in assessments local off- 
cials and taxpayers may be inclined to re- 
sist proper original assessment because an 
increase is anticipated. Because need is 
often determined and state aid distributed 
without appropriate regard for local ability, 
low assessments may result in a jurisdiction 
being able to shift to other areas some of the 
tax burden which it should bear. The ef- 
fect is that some needy districts which have 
good assessments do not get as much state 
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assistance as other less needy districts with 
poor assessments. Thus, the incentive for 
undervaluation is obvious. 

If improvement of local property assess- 
ment is to be sought by correcting the 
errors of past performance, this summary 
review indicates that the effort should be 
directed toward securing better assessors, 
providing them with the tools of the trade, 
fixing responsibility for doing the assess- 
ment job, and providing incentives to good 
practice which the taxpayer will appreciate. 
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IMPROVING THE PROPERTY TAX 


N ANALYSIS of the property tax as 
a local revenue and of possibilities for 
its improvement was the subject of several 
papers presented at the Thirty-sixth Annual 
Conference of the New England State Tax 
Officials’ Association at Manchester, Ver- 
mont, October 21, 1948. The session was 
under the chairmanship of Professor Alfred 
G. Buehler, of the University of Pennsyl- 
vania. Papers were presented by Professor 
Buehler; John F. St. George, assessor, New 
York City; Henry F. Long, Commissioner 
of Corporations and Taxation, Massachu- 
setts; Frederick L. Bird, Director of Munici- 
pal Research, Dun & Bradstreet, Inc.; 
Chester B. Pond, Director, Bureau of Re- 
search and Statistics, New York State Tax 
Commission; and Raymond L. Soule, asses- 
sor, Burlington, Vermont. ‘The following 
is a summary of some of the highlights of 
these papers. 


ALFRED G. BUEHLER, “ THE PROPERTY TAX 
AS A LOCAL REVENUE” 


In 1890, the states raised nearly 72 per 
cent of their total tax revenues from prop- 
erty taxes; local governments, more than 
92 per cent. Until World War II, property 
taxation was the leading American revenue. 
In 1947, property taxes supplied only 3.9 
per cent of state tax collections, but they 
amounted to 90.5 per cent of total local 
taxes. Expansion of state grants and shared 
taxes, however, has brought about a de- 
cline in the relative position of property 
taxation in local financing. In 1947, only 
55.8 per cent of general revenues of local 
governments were obtained from property 
taxation. 


: NEW ENGLAND TAX CONFERENCE 


Criticism of Property Taxation 


Criticisms of property taxation include 
the following: (1) In practice, the gen- 
eral property tax degenerates into a tax 
upon real estate and a relatively small 
amount of personal property. (2) Inequi- 
table double taxation occurs in the case of 
property covered by mortgages or other 
securities. (3) An excessive burden is im- 
posed on real estate. (4) A fixed charge 
is imposed on property owners with little 
regard to earning power of their property 
or their economic status. (5) Property is 
assessed inaccurately and unequally. (6) 
Even with uniformly accurate assessments, 
the property tax would be an unsatisfactory 
measure of ability to pay, benefits received, 
or costs of beneficial services enjoyed. (7) 
Property taxation is inflexible; it fails to 
respond to changing revenue needs and may 
deterioriate seriously in hard times. These 
criticisms continue to be substantially jus- 
tified, despite notable advances in property 
tax administration in certain localities in 
recent years. 


Conclusions 


Significant conclusions from the appraisal 
of property taxation as a local revenue in- 
clude the following: 

1. The revenues available to local gov- 
ernments from secondary sources “are 
potentially limited . . . and cannot be ex- 
pected to replace the revenues that must 
necessarily be raised from property taxation, 
which will tend to remain as the major 
local tax revenue. The problems of prop- 
erty taxation must therefore be met by re- 
forms, rather than by the abandonment of 
this ancient revenue. 
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“2, The problems of property taxation 
are related to the larger problems of coor- 
dinating the functions and finances of the 
local, state, and Federal governments and 
should be approached with this in mind. 


“3. Property taxation concentrates upon 
real estate and such tangible personal prop- 
erty as can be reached with reasonable suc- 
cess. Intangibles are usually taxed with 
indifferent success, and should be taxed 
upon their income at the state level, if 
possible. 

““4, The weaknesses and evils of prop- 
erty taxation are well known to tax stu- 
dents, as are the needed reforms. Admin- 
istrative reorganization, which may require 
governmental reorganization, is commonly 
needed for the accurate and equitable tax- 
ation of property along the most modern 
lines with competent and adequate per- 
sonnel. 

“§. The local governments generally 
need state assistance in assessment and other 
functions in the administration of property 
taxes. They generally require state advice 
and supervision. Certain property can also 
be assessed more adequately at the state 
level. 

“6. At best, property taxation will al- 
ways be difficult to administer and it will 
present perennial problems. The citizens as 
well as many tax officials have become cal- 
lous to its weaknesses and abuses, and this 
indifference must be overcome if a better 
administrative job is to be done. 

“7. The inflexibility of property taxation 
should be corrected by givirg adequate con- 
sideration in assessment to changing incomes 
from property, changing market values, 
and other changing economic conditions 
which indicate a variable taxable capacity. 

“8. The pressure of rising local expend- 
itures will increase the pressure upon prop- 
erty taxation for revenue. Its reform 
therefore becomes more urgent if pop- 
ular participation in government at the 
local level is to be encouraged and if this 
important local revenue is not to break 
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down during depressions and other critical 
periods. 

“9, While property owners must expect 
to pay their fair share of the costs of gov- 
ernment as long as incomes, commodities, 
and other objects are heavily taxed, too 
much reliance should not be placed upon 
property taxation for local revenues. Even 
under optimum conditions, its revenue pos- 
sibilities are limited. Excessive reliance 
upon property taxation results in placing 
excessive taxes upon the ownership of prop- 
erty and adds to the disintegrating pressures 
always at work in property taxation and 
always threatening its equity and its use- 
fulness. 

“10. Finally, the reform of property 
taxation over the country is no easy task. 
When we reflect that for three quarters of 
a century or more the problems of property 
taxation have demanded serious study, that 
many reforms have been proposed and many 
expedients have been adopted, but that only 
small improvements or none at all have 
occurred in many communities, we realize 
that there is no easy way out of the deep 
rooted and discouraging difficulties which 
are encountered in many localities.” 


JOHN F. ST. GEORGE, “IMPROVEMENT OF 
PROPERTY TAX ADMINISTRATION ” 


Assessing Personnel 


Recommendations for improving person- 
nel standards may be summed up as follows: 


1. Assessors should be selected solely on 
the basis of professional qualifications. 

2. Remuneration should be substantially 
increased. 

3. Overlapping assessment districts should 
be eliminated; each district should be large 
enough to employ at least one full-time 
assessor. 

4. Assessors should be appointed for in- 
definite terms and removable only for good 
cause. 
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developed in colleges and universities, cov- 
ering a continuous period of at least one 
month, 

7. Adequate staff and mechanical aids 
should be provided. 


State Assistance 


State tax commissions should have an 
adequate technical staff to develop proce- 
dures and standards for local assessment. 
This staff should prepare and distribute 
manuals, forms, building cost data, methods 
of sales analysis, record systems, and prop- 
erty cards. It should advise on new laws 
and court decisions and should assist on 
special assessing problems. 


Assessment Standards 


Good assessment requires: (1) uniform 
application of rules and principles described 
in a manual; (2) complete tax maps; (3) 
a complete property record card for each 
separately assessed parcel; (4) analysis on 
sales data and establishment of ratios for 
each major class of property; (5) assess- 
ment at full value. 


HENRY F. LONG, “STATE ASSISTANCE TO 
LOCAL GOVERNMENTS IN THE ADMINISTRA- 
TION OF PROPERTY TAXES ” 


The states should endeavor to prevent the 
local governments from following the 
wrong practices in property tax administra- 
tion, instead of trying to compel them to 
follow the correct course of action. This 
does not mean that the states should do 
nothing toward the improvement of local 
property tax administration. The state tax 
officials should help educate the local asses- 
sors concerning the requirements of state 
legislation and the changing interpretations 
arising from court decisions. They should 
also give advice to the local assessors on as- 
sessments methods through conferences and 
supervision of their work. Massachusetts 
has gone a step further and has initiated 
conferences of the local office personnel with 
state officials in order to strengthen the en- 
tire procedure of administration. 


IMPROVING THE PROPERTY TAX 371 


The improvement of property assessment 
is of crucial importance. While overvalu- 
ation sometimes arises, more injustice results 
from undervaluation. 

The states should assess motor vehicles, 
the machinery of manufacturers, utility op- 
erating property, livestock, and certain 
other property as a means of preventing 
glaring inequalities in assessments from 
locality to locality. State equalization of 
the property that is locally assessed is also 
essential. If a state continues to tax some 
property for state revenue, it is more likely 
to take an interest in local assessment and 
its improvement than if it surrenders prop- 
erty taxation entirely to the local govern- 
ments. 

The discussion of the weaknesses of prop- 
erty taxation should not blind us to the fact 
that it is a desirable revenue, as New Eng- 
land has learned. Efforts should therefore 
be directed toward the improvement of 
property tax administration through the co- 
operative efforts of the local and state 
officials. 


FREDERICK L. BIRD, “ SAVING THE PROPERTY 
TAX” 


Despite its many defects, the flexibility 
and dependability of the property tax make 
it exceedingly important for local financial 
stability and indispensable to local auton- 
omy. The property tax has traditionally 
been the balancing item in the local budget, 
the flexible item to be adjusted to make up 
the difference between inelastic miscella- 
neous sources of revenue and total require- 
ments. Although there was much delin- 
quency in the 1930’s, most of the revenue 
was not lost but merely delayed. Local 
sales and income taxes have not proved 
themselves in a period of deflation and are 
unsuitable for all except the large metro- 
politan areas. 

The flexibility of the property tax has 
been hedged about within recent years by 
arbitrary rate limits and unwise exemptions. 
The states should take steps to restore the 
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property tax to its budget-balancing role, 
but without placing a disproportionately 
heavy responsibility on the tax. Among 
the more hopeful aids are: (1) substantial 
amounts of supplementary revenues of a 
not too volatile character; (2) the freeing 
of local governments from financial re- 
sponsibility for costly emergencies, such as 
unemployment relief, which are not a part 
of their normal governmental functions; 
(3) more recognition of the unequal dis- 
tribution among communities of ability to 
pay taxes and of variations in necessary 
costs of government; and (4) more effec- 
tive control of local expenditures. 

Stable grants-in-aid, for general as well 
as educational purposes, are preferable to 
shared taxes. States must recognize that 
if they fail to make use of most major 
sources of revenue they are, in effect, plac- 
ing an undue burden on the property tax, 
even if that tax is not used by the state it- 
self. In addition to improvement of ad- 
ministration of the property tax, consider- 
ation should be given to the possibility of 
supplementing the present tax with a tax 
on the occupier, based on rental value. 


CHESTER B. POND, “STATE-LOCAL RELA- 
TIONS IN REAL PROPERTY ASSESSMENTs ” ! 


Controversy has arisen as to whether the 
state should exercise supervisory power 
over local assessment of real property. The 
New York State Tax Commission has long 
construed its powers to be advisory in 


1 Views expressed by Mr. Pond are his own and 
are not to be interpreted as a statement of the offi- 
cial position of the New York State Tax Commission. 


nature. The advisory approach is slower 
in achieving progress toward better assess- 
ments, but it helps preserve local autonomy. 

When requested, the New York Com- 
mission assists local assessors in many ways, 
especially in the assessment of large indus- 
trial and utility properties. Conferences 
are held in the counties to instruct assessors 
in their duties. 

“ By and large, working with the limited 
tools and funds at his disposal, the New 
York assessor has done creditable work. We 
owe it to him and to our concept of local, 
democratic responsibility to see that he is 
provided with the necessary tools for good 
assessments, be they few or many.” 


RAYMOND L. SOULE, “‘ COORDINATION OF 
ASSESSING AND BUILDING DEPARTMENTS ” 


In towns and cities with a population of 
between 15 thousand and 50 or 60 thous- 
and, the building commissioner should be 
a member of the board of assessors; if there 
is no building commissioner an assessor 
should be appointed to the office. In the 
smaller municipalities, the two part-time 
jobs of assessor and building commissioner 
can advantageously be combined into one 
useful full-time job. The building com- 
missioner’s record of permits for new con- 
struction, additions, alterations, and demoli- 
tions can also serve as a field book for as- 
sessment purposes. . 

General adoption of the proposed new 
basic building code, which has been com- 
piled by the Building Foundation, would 
improve the general quality of construction 
and reduce costs. This would make for a 
more stable local tax base. 
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BOOK REVIEWS 





Trouble Spots in Taxation. By Haroip 
M. Groves. Princeton, N. J.: Princeton 
University Press (for the University of 
Cincinnati), 1948. Pp. 105. $2.00. 


It is no mean achievement when a com- 
petent research scholar and outstanding 
economist presents his ideas in a manner 
the ordinary citizen can understand. This 
is accomplished by Professor Groves in the 
series of five essays which were presented 
in public lectures at the University of 
Cincinnati. In this endeavor at citizen 
education, he does not hesitate to grapple 
with some of the most difficult and con- 
troversial issues in public finance. In con- 
cise, well-chosen words, he states the 
argument and leaves no doubt as to his 
conclusions or his reasons for the position 
he takes. The ultraconservative is not 
likely to agree with some of Professor 
Groves’ contentions and policy proposals. 
In a sense, these “essays in the philosophy 
of taxation and other public finance prob- 
lems” are a confession of faith of an unre- 
constructed liberal. The author does pre- 
sent the philosophy of a progressive thinker, 
a product distilled from the fruits of his 
years of study and experience in govern- 
ment finance. 

Although those with special knowledge 
in this field can profitably read the book, 
it is not intended for them. Its primary 
value lies in providing the means whereby 
John Q. Public may obtain a better under- 
standing of some of the issues and prob- 
lems in taxation. Only the carping critic 
would condemn the book for containing 
little that is new or original. Most of the 
ideas presented here by Professor Groves, 
sometimes in slightly different costume, 
may be found in his previously published 
writings. This should be expected, in view 
of the dates of such major works as his 
college textbook, Financing Government 
(revised edition, 1945) and his notable 
study, Postwar Taxation and Economic 


Progress, (1946) undertaken at the request 
of the Committee for Economic Develop- 
ment. 

Again, some critics who delight in pounc- 
ing upon any error discovered in the work 
of another will be quick to point out a slip 
occurring on page 6. Instead of the total 
cost of government in this country now 
being equal to some $40 per person, as in- 
dicated by Professor Groves, it is several 
times larger. 

The scope and subject matter of the book 
become evident from the essay titles: Tax- 
ation and Equality; The Place of Govern- 
ment in the Scheme of Things; The Future 
Role of the Net Income Tax; Income Ver- 
sus Property Taxes for State and Local 
Governments; and Unity Versus Diversifi- 
cation in Taxation. 

Beginning with the age-old controversy 
of tax distribution, Professor Groves cham- 
pions anew the ability-to-pay principle as 
a valid basis of taxation. Moreover, he 
follows through with the logic of the ability 
principle and concludes that taxation 
should reduce inequalities in the existing 
distribution of wealth and income. The 
more pragmatic “common-sense” rule is: 
“Reduce inequalities to the degree that is 
practical without destroying necessary in- 
centives for economic progress.” 

It is admitted that the ability principle 
gives no precise quantitative answers to the 
question “How much inequality do we 
want?” But neither does the benefit prin- 
ciple, or any other tax doctrine. More 
significant is whether (and to what extent) 
a policy of reducing existing inequalities 
will interfere with economic progress and 
maintenance of full employment. Our tax 
system does have retarding effects on incen 
tives, particularly discouraging to “ ven= 
ture capital,” which should be corrected by 
appropriate changes in tax laws. The au- 
thor insists, however, that it is not the prin- 
ciple of graduation in the personal income 
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and death taxes that is faulty. Here he 
tosses a bouquet to the Keynesian school of 
economists. The limiting factor to eco- 
nomic progress is likely to be the availabil- 
ity of adequate markets and reducing in- 
equalities will be positively favorable, and 
even necessary, to the growth of the na- 
tional income. After pointing out that the 
personal income and death tax rates are 
much less equalizing than they seem, Pro- 
fessor Groves concludes that available evi- 
dence on the distribution of wealth and in- 
come does not show that taxes have leveled 
high incomes to a point where incentives 
are unduly threatened. 
DENZEL C. CLINE 

Michigan State College 


Public Finance. By WiuiaM WITHERS. 
New York: American Book Company, 
1948. Pp. iv-+489. $4.25. 


Those who teach public finance but do 
not write textbooks can, without fear of 
reprisal, set forth the qualifications for a 
“* perfect ” public finance text. This “ per- 
fect ” text should accomplish the following: 
First, there should be extensive material 
descriptive of tax institutions, so that the 
student will know how the tax system oper- 
ates. Second, the institutional description 
and discussion of current public finance 
problems should be given proper historical 
perspective so that the student is provided 
with the basis for formulating value judg- 
ments. Third, the analytical tools available 
to the economist, with their potentialities 
and limitations, should be presented in such 
a way that the student will be able to ap- 
praise their usefulness in policy-making. 
Fourth, the introductory textbook in public 
finance should express the philosophy of 
the author in fairly unmistakable terms. 
This does not mean that the book should 
be written in a spirit of partisanship, but 
the controversial issues should be ex- 
plored and the author’s conclusions stated. 
Teachers of public finance and writers of 
textbooks owe to students a clearly reasoned 
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statement of their judgment applied to the 
major problems of public finance. Fifth, 
a textbook should synthesize recent theo- 
retical contributions and make them avail- 
able in elementary form. We should not 
expect a textbook to break new theoretical 
ground. This may be left to the writers 
of “technical” books and articles. And, 
finally, all this must be done within the 
confines of a book that is not too long for 
the traditional one-semester introductory 
course in public finance. 


It is this last requirement which makes 
impossible the attainment of anything 
approaching the “perfect” text. Public 
finance is now so broad that it can be no 
more than surveyed in a book designed for 
a one-semester course. Professor Withers’ 
text is a survey, not an intensive treatment, 
as his section headings indicate: Part One, 
Introduction (history of public finance, 
Federal, state, and local financial problems) ; 
Part Two, Public Revenues; Part Three, 
Public Expenditures; Part Four, Fiscal Co- 
ordination; Part Five, The Public Debt; 
Part Six, The Economics of Public Finance. 
Tax problems per se are disposed of in 158 
pages. Those who like their public finance 
to be more heavily taxation, or those who 
teach public finance in a two-semester 
course, will feel that this is inadequate. 
However, such brevity is required if the 
student is to be introduced to. the entire 
subject. 

Professor Withers’ general point of view 
may be described loosely as “ liberal-progres- 
sive.” The presuppositions which guide 
this outlook are explicity stated: 


The author is aware that the New Deal is but 
one aspect of a world-wide trend toward greater 
public economy. He believes that the teacher has 
an obligation to create an awareness of this trend 
in the minds of his students and to give them 
some appreciation of the seriousness of its implica- 
tions. (p. iii) 

It is assumed that a large measure of public econ- 
omy has come to stay, not only in the United States 
but in most of the countries of the world. It is 
assumed, moreover, that the proportion of our eco- 
nomic lives lived in the public, as contrasted with 
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the private economy, will continue to increase. 
(p. 13) 


As may be inferred from the above reci- 
tation of section headings, Professor Withers 
has not attempted to integrate the histori- 
cal development of the American fiscal 
system with the analysis of current public 
finance problems. Instead, the historical 
material is employed as general introduction. 
The legal aspects of taxation are, however, 
treated in connection with the fiscal prob- 
lems to which they pertain and not isolated 
into separate chapters. The best chapters 
in the book are those devoted to the public 
debt. This is Professor Withers’ special 
field of interest, and the student is exposed 
to a first-rate discussion of the growth and 
distribution of public debt holdings and 
the relation of the debt to monetary con- 
trols. There is an unusually well-balanced 
discussion of conflicting viewpoints on the 
possible menace of the Federal debt. 

The principal limitation of Professor 
Withers’ text would appear to lie in the 
presentation of the material on the incidence 
and effects of taxation. There are scattered 
references throughout the book to the ef- 
fects of various taxes on costs, profits, 
prices, savings, and investment, but no 
thorough-going treatment. Finally, some 
forty pages are added at the end of the 
book, apparently with the intention of pull- 
ing together all the scattered references 
that have been made to the subject. This 
presentation would require the careful stu- 
dent to reread all that had gone before to 
assemble the material on incidence in proper 
connotation. 

Professor Withers appears to operate 
largely in the Keynesian framework, but 
nowhere is the Keynesian theory of income 
determination set forth in explicit terms. 
Instead, the reader must be content with 
generalities about “ excessive savings.” The 
role of the consumption function, the 
nature and significance of corporate profit 
retentions, and the probable effects of the 
corporate net income tax on savings and 
investment are either neglected or discussed 
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outside a meaningful framework of analysis. 
Similarly, the book presents no tables show- 
ing the distribution and composition of per- 
sonal income and the probable effects of 
various tax measures on such distribution. 
In the main, however, Professor Withers’ 
text is a competent survey of what has now 
become a very large body of knowledge. 


Jesse BURKHEAD 
Syracuse University 


The Federal Income Tax: A Guide to the 
Law. By Joyce STANLEY and RicHarD 
KitcuLLEN. New York: Tax Club Press 
(822 Madison Avenue), 1948. Pp. xv 
+ 344. $6. 


Good books on the Federal income tax 
are scarce; good brief books on the sub- 
ject rare. Mrs, Stanley and Mr. Kilcullen 
have produced a rare gem of a book for 
novice as well as expert, for teacher as well 
as student, for taxpayer as well as tax ad- 
ministrator. 

Within the brief space of 324 pages, the 
authors have clearly and intelligently syn- 
thesized and analyzed the Federal income 
tax. As stated in the introduction, “It 
has been written to make income tax law 
easier to understand.” Not being con- 
cerned with what the law should be, but 
only with what the present law is, the 
authors set out to and do indeed supply a 
very readable “ gloss on the Code.” 

The plan of the book is a good one. 
Each section of the Internal Revenue Code 
which has general application is examined. 
The language itself is explained together 
with its relation to other sections of the 
law and the general direction of interpre- 
tation in the light of Bureau of Internal 
Revenue regulations and court decisions. 

All of the major problems underlying a 
comprehension of the present law are thus 
tersely, cogently, and accurately examined 
and explained. Understandable examples of 
knotty questions are found throughout the 
book. Layman’s language replaces the gob- 
bledegook which is so often found in tax 
literature. 
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The authors do not assume that the reader 
has any familiarity with the tax law. On 
the other hand, they have not shied away 
from the problems which make tax law the 
difficult and complicated branch of the law 
which it is. At the one extreme, the book 
states and explains the rate structure; at 
the other extreme, it contains clear and suc- 
cinct summaries of such difficult questions 
as cancellation of indebtedness and the prob- 
lems arising out of the Court Holding and 
Clifford cases. Between these extremes the 
reader will find a discussion of a myriad of 
important current income tax problems. in- 
cluding treatment of income and deduction 
items, capital gains and losses, installment 
sales, reorganizations, assignments, section 
102, etc. The discussions contained in the 
book will not make a tax expert out of the 
reader, but the book will aid in giving him 
a working knowledge of the present state 
of the Federal income tax law. 

Very good sense has been shown in the 
choice of inclusions and exclusions of sub- 
jects for discussion and in the general allo- 
cation of space. If this reviewer feels that 
perhaps too much space is devoted to some 
subjects (e.g., alimony) and regrets the too 
brief discussion of other subjects (e.g., 
basis of property subject to a mortgage) 
and the absence of any discussion of still 
other subjects (e.g., section 129—acquisi- 
tions made to evade or avoid income or ex- 
cess profits tax), he must in all fairness add 
that to criticize is simpler than to perform 
and that as a whole the selection of materi- 
als is excellent. 

The authors are also to be commended on 
the currency of the material. The reader 
will find discussions of cases which are now 
before the Supreme Court for decision, and, 
throughout, the book is documented by the 


latest rulings, regulations, and cases. 
Lawyers—both tax and non-tax—will 
find this little book a good book to read 
and refer to, students will find that it will 
give them a foundation for building a wider 
understanding of income tax problems, 


[Vot. I 


teachers will find it an excellent book for 
use as a text, administrators will find in it 
a concise presentation of tax problems, lay- 
men will find that not all is confusion in 
tax law. Here is a book which should be 
within arm’s reach of every person inter- 
ested in the Federal income tax today. 
MarTIN ATLAS 

Washington, D. C. 


Proceedings of New York University Sixth 
Annual Institute on Federal Taxation. 
Albany and New York: Matthew Bender 
and Company, 1948. Pp. xvi+ 1260. 
$20. 


The seven annual New York University 
Institutes on Taxation occupy a remarkable 
place in post-graduate education in this 
country. The five volumes thus far pub- 
lished constitute a veritable library of Fed- 
eral tax practice in this country. (The 
first institute did not eventuate in a pub- 
lished volume of proceedings; and, although 
the seventh institute has been held, the re- 
cord is not yet available.) The University 
and J. K. Lasser, who has sparkplugged the 
plans for the institutes, deserve the congra- 
tulations and thanks of tax people through- 
out the country. 

Although the general viewpoint of this 
Sixth Institute, like the first five curricula, 
has been such as to serve the needs of the 
practitioner, the outlook has not been re- 
stricted to the severely technical. True, 
some of the papers present merely the tax 
alternatives available under contemporary 
law. But other papers, though predomin- 
antly of the same character, are critical in 
tone. Still others, for example, Roy 
Blough’s “Objectives and Considerations 
for 1948 Tax Legislation,” leave the point 
of view of the lawyer and the accountant 
as practitioners aside to consider tax policy 
as such. 

The symposium, inviting many different 
viewpoints, as it does, results in a record 
that is very different from a textbook. It 
lacks logical outline; it overlaps at numer- 
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ous points; it doubtless omits subject matter 
of importance in handling some cases. It 
has, on the other hand, the freshness and 
vigor of a political debate in which the 
candidates ‘‘ face the issues.” As might be 
expected, too, the quality of the various 
papers varies widely. On the whole, how- 
ever, despite some opportunities for improv- 
ing future institutes by substitutions of new 
speakers, the long-headed tax man will dis- 
cover real insight in the vast majority of the 
addresses as presented in the proceedings. 


James W. MartTIN 
Bureau of Business Research 
University of Kentucky 


Statistics of Income for 1945, Part 1. 
(Preliminary report of individual income 
tax returns and taxable fiduciary income 
tax returns filed during 1946.) US. 
Treasury Department, Bureau of Internal 


Revenue. Washington: Government 
Printing Office, 1948. Pp. iii +67. 20 
cents. 


Tables in this preliminary report classify 
individual income tax returns for 1945 as 
taxable or nontaxable returns, as returns 
with standard deduction or with itemized 
deductions, by adjusted gross income classes, 
and by states and territories. Data are pre- 
sented, by adjusted gross income classes, on 
number of returns, sources of income, 
exemptions, tax liability, tax withheld, tax 
paid on 1945 declaration, balance of tax 
due at time of filing, and over-payments 
of tax. In the case of returns with itemized 
deductions, the principal types of deductions 
are shown by adjusted gross income classes. 
Figures are .also presented on the number 
of returns with various sources of income, 
by adjusted gross income classes. Table 5 
shows for each state or territory number 
of returns, amount of salaries and wages, 
dividends and interest, adjusted gross in- 
come, and tax liability. The basic stratified 
random sample used to compile the statistics 
is briefly described, and statistical measures 
of reliability are shown. 
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Governmental Costs and Tax Levels. By 
Lewis H. Kimmet with the colloboration 
of Mitprep Maroney. Washington: 
The Brookings Institution, 1948. Pp. 
x+153. $2.50. 


This study undertakes to estimate pro- 
spective Federal, state, and local cash ex- 
penditures for the fiscal year 1952, which 
is assumed to be a reasonably settled post- 
war year, neither boom nor depression. 
The estimates are based on an analysis of 
government policies and factors, such as 
population, national income, and price levels, 
that affect government costs. Probable 
cash expenditures for fiscal 1952 are esti- 
mated as follows: Federal, $26 billion; state, 
$6 billion; local, $8 billion. These totals 
are built up from separate estimates for 
each major purpose category, and compar- 
ative figures for 1940 and 1946 are in- 
cluded. 

Consideration is also given to the revenue 
system required to finance the prospective 
expenditures. Demands for Federal tax 
reduction and their revenue effects are de- 
scribed. Revenues from each major source 
are estimated for the three levels of gov- 
ernment. 

A conflict between demands for tax re- 
duction and for public services is noted. 
This conflict and the sensitivity of tax yields 
to changes in national income lead the 
authors to conclude “ the outlook for fiscal 
stability over the next five years is . 
far from reassuring.” (p. 61) 


Tax Planning for Husbands and Wives Un- 
der the Revenue Act of 1948. Chicago: 
Commerce Clearing House, Inc., 1948. 
Pp. 96. $1.00. 


This publication reviews the tax treat- 
ment of husbands and wives under Federal 
income, estate, and gift taxes, as amended 
by the Revenue Act of 1948. It includes 
tables, illustrative computations, and in- 
formation on state death tax rates and 
exemptions. 
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Oleomargarine Tax Repeal. Hearings be- 
before the Senate Finance Committee on 
H. R. 2245 (80th Cong., 2d sess.) , May 
17 and 18, 1948. Washington: Govern- 
ment Printing Office, 1948. Pp. vii + 
403. 


In addition to statements for and against 
the tax, the hearings contain a considerable 
amount of material on the economics of the 
fats and oils and dairy industries, state tax- 
ation and regulation of oleomargarine, and 
the relative nutritional values of oleomar- 
garine and butter. There is a summary of 
testimony before the House Committee on 
Agriculture, March 8-12, 1948. 





Report of the Tax Revision Commission of 
the State of Tennessee. Nashville, No- 
vember 1, 1948. Pp. 84. 


The legislative recommendations of the 
Tennessee Tax Revision Commission, which 
was appointed pursuant to a 1947 resolution 
of the General Assembly, include the fol- 
lowing: (1) transfer of the State general 
property tax, now 8 cents per $100 as- 
sessed valuation, to local governments for 
school purposes; (2) repeal of sixty-five spe- 
cial “ privilege” taxes on occupations and 
businesses and consideration of a broad priv- 
ilege tax on unincorporated business; (3) 
elimination of the tax on carbonic acid gas; 
(4) reduction of the tax on aviation gaso- 
line from 7 cents per gallon to 3.5 cents; 
(5) reduction of the discount allowed 
tobacco wholesalers for affixing stamps 
from 7.5 per cent to 5 per cent; (6) re- 
peal of the State 3 per cent gross receipts 
tax on amusements and authorization of 
larger municipalities and counties to levy 
such a tax at a rate not to exceed § per 
cent; (7) revision of the system of State 
grants-in-aid to local governments; (8) 
recodification of tax laws and improvement 
of administrative procedures and machin- 
ery; and (9) establishment of a State tax 
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stabilization fund out of surpluses and by 
assigning 5 per cent of revenues to this 
purpose. In addition, the commission favors 
a constitutional amendment to permit fur- 
ther classification of property for tax pur- 
poses. 

The proposal for a tax stabilization fund 
and the recommendation that consideration 
be given to exemption of food from the 
State sales tax in the event of depression 
are interesting illustrations of the forward- 
looking fiscal policy embodied in the re- 
port. Throughout its report, the commission 
attempts both to appraise the State’s tax 
system and to formulate its recommenda- 
tions with due regard to Tennessee’s 
economic and social conditions. Many stu- 
dents, however, will consider the endorse- 
ment of the principle of separation of 
sources (pp. 11, 35) a less progressive 
feature of the report. 


Checklist of Basic Municipal Documents. 
U. S. Department of Commerce, Bureau 
of the Census, Governments Division. 
(State and Local Government Special 
Studies No. 27.) Washington: Govern- 
ment Printing Office, 1948. Pp. 92. 
35 cents. 


This valuable research aid lists 2,046 
basic municipal documents of the 92 largest 
cities in the United States, those having 
a population of over 100,000 in 1940. 
Also included are documents issued by 358 
other local government units having re- 
sponsibility for performing various public 
services within the city areas. The docu- 
ments are listed first by cities and issuing 
agencies and are then indexed under 69 
subject headings. It is believed that the 
listing includes all. but a small fraction of 
current official documents for the cities and 
overlying districts covered. The report was 
prepared by Louise H. Clickner, Chief of 
the Municipal Reference Service, Govern- 
ments Division, under the supervision of 
Allen D. Manvel, Chief of the Division. 
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Statute Making (A Treatise on the Means 
and Methods for the Enactment of Stat- 
ute Laws in the United States). By 
ARMAND B. CoicNge. Chicago: Com- 
merce Clearing House, 1948. Pp. 293. 
$4.00. 


This book explains the steps in enactment 
of statute law in the Federal Government, 
the states, and local governments. Part I, 
“The Instruments for the Enactment of 
New Statute Law,” deals with “ persuasive 
influences ” on legislation, the initiative and 
referendum, and the powers of Federal, 
state, and local governments. Part II de- 
scribes the organization of the various leg- 
islative bodies. A brief outline of the 
principal features of parliamentary proce- 
dure is given in Part III. Part IV describes 
in detail the steps in the introduction and 
passage of bills and resolutions. Part V 
outlines special procedures applicable in 
Massachusetts, Maine, and Nebraska. Part 
VI reviews procedures with respect to con- 
stitutional amendments and treaties. The 
book contains a useful glossary and index. 

The book includes sufficient background 
and elementary material to make it useful 
to laymen as well as lawyers and political 
scientists. It would be a valuable hand- 


BOOK REVIEWS 379 


book for students and for research workers, 
administrators, and others whose work 
brings them in contact with the legislative 
process. 





The Tax System of Hawaii.. By RoBERT 
M. Kamins. (Legislative Reference 
Bureau, University of Hawaii, Report 
No. 4, 1948.) Honolulu, 1948. Pp. 
40 (mimeographed). 

Governmental Expenditures in Hawaii. By 
Rosert M. Kamins. (Legislative Refer- 
ence Bureau, University of Hawaii, Re- 
port No. 5, 1948.) Honolulu, 1948. 
Pp. 17 (mimeographed). 


These reports provide a survey of gov- 
ernment finance in the Territory of Hawaii 
and compare the Hawaiian system with that 
of the states. The tax system is much 
more highly centralized than that of the 
states; 94 per cent of non-Federal tax reve- 
nues were collected by the Territorial gov- 
ernment in calendar years 1946 and 1947. 
But the Territorial government makes only 
about three-fifths of government expendi- 
tures; a large part of its tax collections go 
to the counties as shared taxes or grants- 
in-aid. 
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MERLIN H. HUNTER, 1887-1948 


Merlin H. Hunter, editor of the Bulletin 
of the National Tax Association from 1926 
to 1929, died suddenly May 30, 1948, at 
the age of 60. 

Professor Hunter began his academic 
career at the University of Illinois in 1916 
and taught economics there for the remain- 
der of his life, serving from 1938 until his 
death as head of the Department of Eco- 
nomics. He developed the work in public 
finance at the University, publishing in 1921 
his Outlines of Public Finance, one of the 


first general texts covering the field in this 
country. 

In addition to his active participation as a 
member of the National Tax Association, 
Professor Hunter served as president of the 
Mid-West Economic Association in 1937. 
He has also acted as technical consultant to 
three governors of Illinois, to the Illinois 
State Tax Commission, to the Tax Com- 
mittee of the Illinois State Chamber of 
Commerce, and to the Republican National 
Committee on Taxation. 


SUSTAINING MEMBERSHIPS 
as of December 1, 1948 


Mr. Maxwett E. McDoweE tt, Head 
Tax Department 
Standard Oil Company (N. J.) 
30 Rockefeller Plaza 
New York 20, New York 
Mr. Leo Meyer, Tax Agent 
Mid-Continent Petroleuem Corporation 
Box 381 
Tulsa, Oklahoma 
Mr. Epwarp J. Moriariry, General Attorney 
Western Electric Company 
195 Broadway 
New York 7, New York 
Mr. F. W. Perers,* Secretary-Treasurer 
Oklahoma Natural Gas Company 
Box 871 
Tulsa, Oklahoma 


* Listed as mew members in September, 1948, 
issue of Journal. 
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Sears, Ro—EBUCK AND COMPANY 
Tax Department 
925 South Homan Avenue 
Chicago, Illinois 
SKELLY Om Company * 
Mr. Cresley C. Herndon, Vice-President 
Box 1650 
Tulsa 2, Oklahoma 
StaTE DEPARTMENT OF REVENUE 
Property Tax Division 
160 North La Salle Street 
Chicaago 1, Illinois 
Mr. SipNEY M. Wirt,* Attorney 
Sunray Oil Corporation 
11th Floor Philtower 
Tulsa 3, Oklahoma 
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NEW MEMBERS 


ALABAMA 


Mr. Perer Bryce Hamitton, Chief 
Utilities & Franchise Division 
State Department of Revenue, Montgomery 
Mr. RatpH Wiper, Accountant 
1120 N. 17th St., Birmingham 4 


CALIFORNIA 


Mr. Freperic L. ALEXANDER, General Manager 
County Supervisors Assn. of California 
400 Forum Building, Sacramento 14 
Mr. James V. Crass, Comptroller 
The Studebaker Pacific Corp. 
4530 Loma Vista Ave., Los Angeles 11 
Mr. ARNOLD W. Evyje, Auditor 
The Geo. T. Murton Audit Co. 
156 Montgomery St., San Francisco 4 
Mr. WitiiaM P. Finn, Accountant 
F. & H. Accounting Service 
4805 E. Gage Ave., Bell 
Mr. Irvine I. Gop 
3803 W. 8th St., Los Angeles § 
Mr. Harry A. Hopkins, Secy-T reas. 
Kern Co. Home Farm & Business Owners Eco- 
nomic Council 
263 Haberfelde Building, Bakersfield 
Mk. EMANUEL ROTHMAN, Attorney 
1809 Wellington Rd., Los Angeles 6 
Mr. James E. SaBINE, Deputy Attorney General 
State of California 
600 State Building, San Francisco 
Pror. Witt1aM K. SCHMELZLE 
School of Business Administration 
University of California, Berkeley 
Mr. Frank C. Scott, CPA 
Jardine & Scott 
P.O. Box 1904, Stockton 100 


COLORADO 


Mr. W. M. WitxiiaMs, Director 
Colorado State Planning Comm. 
130 State Office Building, Denver 2 


CONNECTICUT 


Mr. Jonn M. Berxowirz, Accountant 
Milton H. Friedberg & Co. 
880 Main St., Bridgeport 
Mr. JaMes J. Castatpo, Accountant 
232 Madison Ave., Bridgeport 


DISTRICT OF COLUMBIA 


FEDERAL SEcuRITY AGENCY : 
Office of the Administrator, Library, Rm. 1206 
4th & Independence Ave., S. W., Washington 25 
Mr. RicHarp Warp NELSON 
Office of Asst. to Commissioner 
U. S. Bureau of Internal Revenue 
2236 Internal Revenue Bldg., Washington 25 


ILLINOIS 


Mr. Louis H. BrerMann, Accountant 
P.O. Box 89, Calumet City 
Mr. T. W. Bonnevier, Controller 
Acme Steel Company 
2840 Archer Ave., Chicago 8 
Mr. JouHn F. Due 
Department of Economics, University of Illinois 
320 David Kinley Hall, Urbana 
Mr. M. F. Exvpripce, Tax Consultant 
4753 Broadway, Chicago 40 
Mr. Epwarp C. Herzoc, Jr., CPA 
332 E. Highland Ave., Villa Park 
Mr. Wayne H. Moore, Manager 
Tax Department, Wilson & Co., Inc. 
4100 S. Ashland Ave., Chicago 9 
Sears, ROEBUCK AND Co, 
Tax Department 
925 S$. Homan Ave., Chicago 
Mr. Paut B. Youte 
Legal Department, C. & I. Midland Ry. Co. 
$21 Illinois Building, Springfield 


INDIANA 


Mr. C. M. Epwarps, Asst. Comptroller 
The Studebaker Corporation 
635 S. Main St., South Bend 27 
Mr. GLEN E. MIKESELL, Accountant 
Craig Trucking, Inc., Albany 
Mr. Jack R. MILLER 
College of Law 
University of Notre Dame, Notre Dame 
Mr. Lee M. Roserts, Accountant 
111 W. Washington St., Fairmount 


KANSAS 
Lanc & GFELLER, Accountants 
108 W. 6th St., Junction City 
LOUISIANA 


Mr. M. E. Barnett, CPA 
Saur & Barnett 
P.O. Box 1192, Shreveport 
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Mr. MarsHatt L. Martin, Tax Auditor 
Texas Eastern Transmission Corp. 
P.O. Box 1612, Shreveport 94 
Mr. Burton P. SMITH, Jr., General Auditor 
Texas Eastern Transmission Corp. 
P.O. Box 1612, Shreveport 94 


MARYLAND 


Mr. Murray Feicin, Accountant 
Dundalk Holdine Co. 
$03 O'Sullivan, Baltimore 
Miss Frances Feiner, Comptroller 
Intercounty Construction Corp. 
4720 Baltimore Ave., Hyattsville 
Mr. Frank A. SHALLENBERGER 
Assistant to the Comptroller 
State of Maryland 
15 W. Baltimore St., Baltimore 1 


MICHIGAN 


Mr. KENNETH J. McCarren, Tax Consultant 
2318 Guardian Building, Detroit 
Mr. Rosert MENDELSOHN 
Mendelsohn Business Service 
209 New Miner Building, Owosso 
Mr. Wiru1aM §S. Orosz, Vice-Pres. 
Louis A. Demute, Inc. 
1528 S. Main St., Royal Oak 


MINNESOTA 


Mr. ArtHuR E, Eaocert, Vice-Pres. 
Minnesota Mining and Mfg. Co. 
900 Fauquier St., St. Paul 6 
Mr. Frepzaicx Epstein, CPA 
1924 Ford Parkway, St. Paul 5 
Mr. I. R. Hansen, General Auditor 
Minnesota Mining & Mfg. Co. 
900 Fauquier Ave., St. Paul 6 
Mr. JoHN W. McConnetous, Special Counsel 
Oliver Iron Mining Co. 
1100 Minnesota Building, St. Paul 1 


MISSISSIPPI 


MIssissIpPI FEDERATED COOPERATIVES (AAL) 
P.O. Box 449, Jackson 


MISSOURI 


Mr. Jutrus W. BronsTErn, Accountant 
1512 Market St., St. Louis 3 
Mr. A. J. BucHANAN, Auditor 
A. S. Aloe Company 
1831 Olive St., St. Louis 3 


Mr. R. FranaGan, Controller 
Donnelly Garment Company 
3500 E. 17th St., Kansas City 





Mr. F. R. Otmstep, Gen’! Counsel 
The Consumers Cooperative Assn. 
P.O. Box 2359, Kansas City 13 
Mr. Ropert A. OLsEN, Secretary 
Kansas City Power & Light Co. 
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